‘AMO0 SIDNANIAS TVIONINI M@ DA
00NN
2007 LYOdAY TYNNNY

AR
Ricahort

B0 UV [
q3es3009d

y ST
gﬂﬁd@a@% 'POUBULIOLIo] A10] I

quDHW\\mV
—0-(& 7

12¢

J/

v9Z6T0co

S

il

l



Preserving g@g @@ﬁ@b« o mew ?@nﬁ@o

"‘

- Tor us, the quill is & meanimgiiul symibol & 8@— {rowe cayptnaing commmumication, events, and ideas. @@@ fmstrument wsed r< %%@@ Pemm @ m@ﬂm a fiafe
W{mﬁ%@@@@@@%%@rm :mm %oeoam@m@%g@%o%@a@@%ﬁ@@mal%g%@gr%%

- Bomm fn 1906, [Blue 18l Zmﬁ@:m_ Bamlk A% Bevalk) began fin dhe basement of a resu@n ol st awm@@ @S@_e«ﬁ@ o
Hau@@@oulmn?ﬁreel@@:on. _

1 T 1936, dhve Bamlk fommed %@ re_%_:.w @en.s_?:% PernmiRock Pinancil Services @e%. (PIRIFS), o direct %w@ polliches amd coordimate dhe {Frnancial
| -dmeﬁam@ @m fits .c_ﬁa__w:@? m@ 2001, %og?@r m@@;__n@a e Natiomal gﬁs @3:.? m@@ @ngesm_vg m@_@_.i a é&n e variety off investment options
psullitng Serviees, llne.

@m&@ﬁ.mg.n. g& o the comrent site

A%@@@ m@@ov ﬁg@ wiill msrwsam ihe services ‘n@«&m& nrneg,.r Ny _@Sm_

Z@@@«@@@@g%%?@g&%g U%U@@%gg%m@g@g@@gg%%@% Over 350 e
Andl e same dedication @@!I.r%\:a&m !o:,._eB@nm,i!;BEgm@o o i

The quill dh and] fmtegrity. Modem world-class serviees and traditional

personall service. : | .

iployees. $1 bilfion fm assets.

nd] sihere we're going.

And ome potemtial, o | |

i ,
I

\ _@MZZE@@A

@ZEZ@E SERVICES @@_w_wua |

PennRock Financial Services Corp.




CLNI CNEHOZ LUS&ENQ E_>—®z 19ABIM\ 'H CCQ—O

M ey T EYTY e T

‘sINoA Z:h Aropn

‘suonsagdns Aue swoopm pue 11oddns oA 10§ noA yueys om ‘skempe sy saudurystduiosde 183 INO JO SWOS WS Y31Y 1w 9m 110da1 s1y) Inoysnoay |
‘sa01A19s pue s1onpoid Ajenb 1saySiy 93 1a0 am Jey Fpajmouy ays pue stod Y ¢o07 ansind 01 sn smofje 7007 woy s1uawys|dwodd. INO WO FUlIdd[JY

‘sue[d uoisuad pue
sued JuswaInal 10§ Jorensiuiwpe Ared piya e ¢ou] ‘6914198 SUNNSUOY) UOISUSJ PIIINDIE JI0UUd] ‘Yiuow 1ey) 1931e] ~jueq 3yl Jo Arerpisqns e
“3u] ‘dnoicy sdueINSU YO0YUUSJ Y3no1y) pjos dIe sue[] ‘ddUBINSUl 31 [[3s 03 OU] “YSN 1S Yim drysouired e pasunouue am 19qo1dQ) U]

"eX9PU] 000 1[ossny snordnsaid ayy 01 pappe dulaq papnjout
o1y ‘A3Tunuwiod 33 01 3914198 SUIpURISING pue ddueuLIopad Fuolns 10§ UOITUS031 PUE SPIEME SNOLIEA PIAIDII YUk Y} PUR JDOYUU] ‘TeaA oY1 Sunn(]

“A1UN07) 19397 UT 1O SUOUIWIOY) AINGSPRS IS\ MU 23 03 s100p ay3 pauado am ‘udy ut puy
A31[108) 93 01 20kds JO 199 arenbs )OO PIPPE YOTYM 100]) PIIYI B IpN[IUl 03 Ja3u)) suonerad() sjueq ) papuedxs 9 'UONONNISUOD Yiim uegaq 1edh Ay |

“TEDA 1SB JOAO 2SBAIDUL 07/ ¢ B ‘Areys 1ad ¢) ") 7¢ e Suipus 1edd oy Jutinp
asea1oul JUEdYIUSIS pamoys 2011d }001s SO0 UUd] ‘%6 6T 38 JOY PUB %F¢ T 38 YO 1IN0 YIIM JUNSISUOD PIUEWSI OS[E 9\ "UOl[[Iw (0Q§ pasearoul snsodap
S[IYM ‘UOT[JIW {§,¢ MII3 SUBOT 'SIISSE PAIEPIJOSUOD 10] NIew Uol[[iq 1§ Y3 passedins am asndnyy u] “uor W 7T 1B sFUTUIBS pI0d3) patiodal Ypoyuud g

"S9UOISIIW [BIDUBUY puE SFUILIED
UBry yarm 1894 JU1139s p1odal 1I9Yloue JUIAdIYe Aq pajreaald “dio7) $901A19G [RIDURUL] Yooy uud ] ‘Teah 1sed siyd soBuajeyo Auew pade} A13UNOd Y3 Ysnoyi|y

Spuatly UC& ‘SIOWI0ISND ﬁwwoﬁuﬁOﬂvﬂUOuw no of,



Achieving our goals.

$1 billion milestome.
I the dhind quairter of 2002,
Conp. esceeded the $1 billlion

PennRock Financial Services Corp.

Stock price increases.

PennRock’s year-end market value increased 37% in 2002
from $20.22 to $27.75. Our price-to-earnings ratio increased
26% from 11.59 to 14.61, while the market-to-book ratio
increased 23% from 1.79 ro 2.20.

Another record setting year.

PennRock reported record earnings for the year ending
December 31, 2002. For the year, income increased 10%
to $13.2 million from $12.1 million earned in 2001.

Basic earnings per share increased from $1.74 last year

to $1.90 in 2002, while diluted earnings per share increased

Stock Price History — PRFS (1/2/02-12/31/02)

[ 1 ] |
12/31/1 4/1/02 mre 07102 12/30/02
B PennRock Financial Seevices Corp. B S&P 500 Index

from $1.73 to $1.88. PennRock’s return on assets was 1.34% for both 2001 and 2002, and the return on equity

was 15.86% in 2002 and 15.80% in 2001.

Dividends paid.

Total dividends increased by 12% from last year. In 2002, dividends paid were $5.4 million or $.76 per share,

with a payout ratio of 40.5%.

PennRock reaches $1 billion milestone.

In the third quarter of 2002, PennRock Financial Services Corp. exceeded the $1 billion mark in consolidated
assets. Thank you to our dedicated employees and loyal customers who made this achievement possible.

We celebrated this milestone with a contest for employees to guess the date PennRock would reach the
billion-dollar mark. Reba Kauffman guessed the date correctly (August 29), and was awarded $1,000.

Blue Ball National Bank celebrated reaching the billion-dollar goal with Customer Appreciation Week
at all of the branches in October to say “Thank You” to the Bank’s many loyal customers who helped

us reach this milestone.
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History of performance.

Assets,
In thousands
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Dividendls praidl.
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PennRock Foundations
Vision and endurance. A powerful combination.

Banking on wisdom.
Bill Sprecher first heard about Blue Ball National Bank from a neighbor in 1952. He heard Blue Ball was a good bank, and a good place to
work. So at the age of 19, he came to Blue Ball National Bank for a job.

Bill’s duties were of the bookkeeper sort ... although as one of only seven Blue Ball National Bank employees at the time, he says, titles
were not too important. According to Bill, folks didn’t worry about titles; they just all pitched in ... even when that meant cleaning

up and emptying the trash.

Over the years, Bill’s responsibilities ranged from customer service to advertising, and included his favorite: being a loan officer.
“It was satisfying helping people develop businesses, buy vehicles, and build homes,” he says.

Fifty years since his start, Bill is still with Blue Ball National Bank. In 1999, having worked full-time for 47 years (taking two off to
serve in the Korean War), he made the decision to retire. But at the Bank’s urging, he agreed to stay on a part-time basis, doing
special project work in the Mortgage Department.

What’s kept him at Blue Ball National Bank? He says it’s the friendly environment. The nice people. And the strong opportunities.
In his estimation, it’s been a fine place to build a career.

Actually, his most challenging experience here — learning to work with a computer — demonstrates one of the strengths of Blue Ball
National Bank: dedication to staying current with new technologies, new equipment, and new procedures.

Throughout the progress, however, Blue Ball has preserved the reputation Bill first heard about: people taking a personal interest in doing
what needs to be done.

“Over time you realize that bigger isn’t necessarily better when it comes to customer service.”
We figure Bill should know.

Bill Sprecher, new since ‘52.

PennRock Financial Services Corp.
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Introducing old friends. And new ventures.

Decades dedicated to safety.

Ron & Janet went into business together in 1974, designing and selling items for fire prevention, safety,
and education. Working out of their basement, they designed and sold Tot Finder rescue stickers, fire safety
coloring books and more ... and their business grew.

When it came time to find a banking partner in 1982, they came to Blue Ball National Bank. Why?
They'd heard good things about it.

Twenty years later, they're still pleased with their decision.

In particular, they value their commercial line of credit. Due to the seasonal cycle of their business, that solid
support from their bank is essential to keep their inventory balanced.

They also say Blue Ball National Bank’s online banking is a strong support to their business operations. Still, online
service doesn’t tell the whole story. The human touch remains the foundation of this vital banking relationship.

For instance, the Hannas talk about how their account representative, Tim Classen, takes an interest in their
business. He anticipates the services they’ll need, and makes sure they’re available.

“Blue Ball National Bank is friendly — a first-class operation with a small-town mindset of, ‘We need each other
to make things happen.”

And things have happened during the Hanna’s two decades with Blue Ball National Bank. Their business
now has customers around the world and impressive annual growth.

“Other banks can offer us all they want, but we won'’t leave Blue Ball.”

Ron & Junei Hanna: they've made safety their business.

PennRock Financial Services Corp.







PennRock Financial Services Corp.
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Enriching families with gifts that grow

Investing in tradition.

Clair Ansel, a barber just down the road from the Terre Hill branch of Blue Ball National Bank, first purchased
PennRock stock in 1968. He knew Allen Musser and Norman Hahn, two successful local businessmen serving
on the Bank’s Board of Directors. He reasoned that, if Musser and Hahn were involved, the Bank should be

a pretty wise investment.

Ever since, Clair’s been pleased with his purchase. Its performance, he says, has been consistent and strong.

Plus, Clair says, the Dividend Reinvestment Program has helped to build his PennRock shares — another rewarding
aspect of the stock.

But when it comes to Clair’s opinion of PennRock stock, his actions speak louder than his words. Because of its
performance in his portfolio, he’s purchased shares of PennRock to give to his children and grandchildren. He also
encouraged them to hold onto the stock ... so his wise gift becomes a solid investment.

Allegra and Clair Ansel, investing in generations.

PennRock Financial Services Corp.
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Blue Ball National Bank. Grow with. us.

[ERE .

kol

[Expansion of Operations

Bl i 1995, the Bamk's 30,000 squame
Jfoor Operations Cenier was exjpected
i meet needs for 10 years. However,
the Banlk's dvamatic growth accelerated
the expansion. An addizional 15,000
square ffeet were added tw the faclliy
ahis yeawr. The new thivd floor is “home”

o several departments.

PennRock Financial Services Corp.

Online banking services.

Our online banking service continues to grow with 18% of customers using online services, an
increase from 13% at the end of 2001. Our goal is to have 30% of our customers online by 2005.
To support this effort we introduced E-mail Statements in the first quarter of 2003. Customers who
sign up for this service will be able to obtain their complete statement (including check and deposit
images) the day after it’s prepared. We will continue to offer our CD-ROM Account Organizer
product, which gives customers detailed information about their deposits & checks and allows
researching & retrieving account information easily.

Financial Services division.

Financial Services had record revenue for 2002 of $1.52 million in spite of continuing uncertainty in the
financial markets. Assets under management ended the year at $292.8 million, a 5% increase over 2001.

Loan growth.

Loan production in 2002 was very strong with loans outstanding increasing
by 8%. With interest rates at low levels, many individuals and companies
took the opportunity to refinance their residential and commercial mortgages.

Top 100 publicly traded community banks.

This year, PennRock made the list as one of the top 100 publicly traded
community banks in the country, a list posted by U.S. Banker Magazine
(July 2002 edition). PennRock was 15th on the list and the top company
in Pennsylvania.

Named to 2002 BNKElite.

Blue Ball National Bank has been named a member of The 2002 BNKElite by the
BNK Advisory Group. The BNKElite includes banks and thrifts that have achieved
significantly above average performance.
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Celebrated 10 years in Berks County.

September 21, 2002, marked the 10th Anniversary for the Bank’s Kenhorst office —
Blue Ball National Bank’s first office in Berks County. Six out of the ten original
office employees still work for the Bank.

For more information call:
800-346-3437

Or visit us at www.pennrock.com, www.bbnb.com,
or www.national-advisory.com.

The new West Sadsbury Commons
office opened on April 23, 2002 with
a VIP Open House and 2-day Grand

Opening celebrations for customers.

PennRock Financial Services Corp.
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FORWARD LOOKING STATEMENTS

In our Annual Report, we may include certain forward looking statements relating to such matters as anticipated
financial performance, business prospects, technological developments, new products and similar matters. The
Private Securities Litigation Reform Act of 1995 provides a safe harbor for forward-looking statements. In order to
comply with the terms of the safe harbor, we must inform you that a variety of factors could cause PennRock’s
actual results and experiences to differ materially from the anticipated results or other expectations expressed in
these forward looking statements. Our ability to predict the results or the effect of future plans and strategies is
inherently uncertain. The risks and uncertainties that may affect the operations, performance, development and
results of PennRock’s business include:

Changes in market interest rates;

Changes in monetary and fiscal policies of the U.S. Treasury and Federal Reserve;

Local and national economic trends and conditions;

Competition for products and services among community, regional and national financial institutions;
New services and product offerings by competitors;

Changes in customer preferences;

Changes in technology;

Legislative and regulatory changes;

Delinquency rates on loans;

Changes in accounting principles, policies or guidelines;

e ®» ® © 6 o © 6 ©® o

You should consider these factors in evaluating any forward-looking statements and not place undue reliance on
such statements.
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PART I
ITEM 1. BUSINESS

PennRock Financial Services Corp.

PennRock Financial Services Corp. (“PennRock” or the “Registrant™) is a Pennsylvania business corporation
organized on March 5, 1986. It became a bank holding company when it acquired all of the common stock of Blue
Ball National Bank (the “Bank”) on August 1, 1986. Effective November 6, 2000, PennRock became a financial
holding company as provided by the Gramm-Leach-Bliley Act of 1999.

PennRock is a financial holding company that operates through its subsidiaries to deliver financial and related
services to its customers. PennRock’s primary function is to direct the policies and coordinate the financial
resources of its subsidiaries as well as provide various advisory services. PennRock primarily obtains the cash
necessary to pay dividends to stockholders from the dividends paid to it by its subsidiaries.

PennRock is a registered bank holding company under the Bank Holding Company Act of 1956, as amendgd? It is
also subject to regulation by the Federal Reserve Board and by the Pennsylvania Department of Banking.

Biue Bali National Bank

Blue Ball National Bank began operations in 1906. The Bank provides a full range of general commercial and retail
banking services to its customers, including several types of checking and savings accounts, certificates of deposit,
and commercial, consumer and mortgage loans through 17 full service community offices in Lancaster, Berks and
Chester Counties in southeastern and south-central Pennsylvania. The Bank also provides personal and corporate
trust and agency services to individuals, corporations and others, including trust investment accounts, investment
advisory services, mutual funds, estate planning, and management and administration of pension and profit sharing
plans.

Commercial lending services provided by the Bank include short and medium term loans, revolving credit loans,
letters and lines of credit, real estate mortgage and construction loans and agricultural loans. Consumer lending
services include various types of secured and unsecured loans including installment loans, home equity loans and
overdraft protection lines of credit. Residential mortgage loans are offered in a wide variety of types including fixed
and adjustable-rate loans. The Bank’s underwriting guidelines conform to Fannie Mae and Federal Home Loan
Mortgage Corporation (“FHLMC”) guidelines. The Bank sells most of the conforming fixed-rate residential
mortgage loans it originates to either Fannie Mae or FHLMC in the secondary market but retains the servicing. The
Bank’s business is not considered seasonal.

PennRock Insurance Group, Inc.

PennRock Insurance Group, Inc. (“PIGI”) is a Pennsylvania corporation formed as a wholly owned subsidiary of
Blue Ball National Bank on September 22, 1998. PIGI is an insurance agency organized for the sale of annuities
and other types of insurance.

The National Advisory Group, inc.

PennRock acquired The National Advisory Group, Inc. (“National’) on March 19, 2001. National, established in
1984, is the parent company for four corporations: National Actuarial Consultants, Ltd. which provides consulting,
actuarial and administrative services to retirement and employee benefit plans; National Financial Advisors, Inc.
which offers investment, advisory and asset management services to retirement plan sponsors and participants, and
serves as an investment advisor to the Dresher Family of Funds; NFA Brokerage Services, Inc. which is a mutual-
funds-only broker dealer; and National Shareholder Services, Inc. which provides transfer agency services for the
Dresher Family of Funds. The Dresher Family of Funds is an open-end diversified management investment
company (mutual fund) that consists of two portfolios: The Dresher Comprehensive Growth Fund and The Dresher
Classic Retirement Fund,




PennRock Financial Services Corp.

Pension Consuiting Services, inc.

PennRock acquired Pension Consuiting Services, Inc. (“PCS”) on October 31, 2002. PCS is a third party
administrator of retirement plans for nearly 1,000 small to medium sized businesses and professional corporations.
All operations were relocated to Dresher, Pennsylvania and will work out of the same offices as National.

Employees

PennRock has no employees. At year-end 2002, the Bank and PIGI employed 261 full-time and 66 part-time
employees; National employed 20 full-time and 3 part-time employees; PCS employed 11 full-time and 2 part-time
employees.

Competition

Blue Ball National Bank originates most of its loans to, and accepts most of its deposits from, residents and
businesses located in southeastern and south-central Pennsylvania, primarily Lancaster, Berks and Chester Counties.
The financial services industry in the Bank'’s service area continues to be extremely competitive, both among
commercial banks and other financial service providers such as consumer finance companies, thrifts, investment
companies, mutual funds and credit unions. Mortgage banking firms, insurance companies, brokerage companies,
financial affiliates of commercial companies, and government agencies also provide competition for loans and other
financial services. Some of these competitors are considerably larger and have more resources than the Bank.
However, the Bank has made a significant investment in technological resources that allows us to offer a wide
variety of products and services and enables us to compete with any size financial institution.

Among the most important factors influencing the Bank’s ability to compete successfully for new loans and deposits
are interest rates, convenience of office locations, and quality of service. We have attempted to differentiate
ourselves from other competitors by emphasizing the local and personalized nature of our services. In an effort to
make our community offices more convenient to our existing and potential customers, the Bank has, on average,
added one new office per year over the past ten years.

The National Advisory Group, Inc. and Pension Consulting Services, Inc., both located in Dresher, Montgomery
County, Pennsylvania, offer asset management and retirement plan administration services throughout southeastern
Pennsylvania, New Jersey and Delaware. Numerous financial institutions, accounting and law firms, as well as
other corporations offer similar services as those provided by National and PCS in the greater Philadelphia
metropolitan area.

PennRock is not dependent upon a single customer or a small number of customers, the loss of which would have a
materially adverse effect upon PennRock or its subsidiaries.

Supervision and Regulation

General

PennRock is registered as a bank holding company and is subject to supervision and regulation by the Board of
Governors of the Federal Reserve System under the Bank Holding Act of 1956, as amended. PennRock has also
made an effective election to be treated as a “financial holding company.” Financial holding companies are bank
holding companies that meet certain minimum capital and other standards and are therefore entitled to engage in
financially related activities on an expedited basis; see further discussion below. As a financial holding company,
PennRock’s activities and those of its bank subsidiary are limited to the business of banking activities closely related
or incidental to banking, and activities that have been determined by statute or the Federal Reserve Board to be
financial in nature. Bank holding companies are required to file periodic reports with and are subject to examination
by the Federal Reserve Board. The Federal Reserve Board has issued regulations under the Bank Holding Company
Act that require a bank holding company to serve as a source of financial and managerial strength to its subsidiary
banks. As a result, the Federal Reserve Board, pursuant to such regulations, may require PennRock to stand ready to
use its resources to provide adequate capital funds to its bank subsidiary during periods of financial stress or
adversity.

The Bank Holding Company Act prohibits PennRock from acquiring direct or indirect control of more than 5% of
the outstanding shares of any class of voting stock, or substantially all of the assets of, any bank, or from merging or
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consolidating with another bank holding company, without prior approval of the Federal Reserve Board.
Additionally, the Bank Holding Company Act prohibits PennRock from engaging in or from acquiring ownership or
control of more than 5% of the outstanding shares of any class of voting stock of any company engaged in a
non-banking business, unless such business has been determined by the Federal Reserve Board to be so closely
related to banking as to be a proper incident thereto or, for financial holding companies, to be financial in nature or
incidental thereto.

As a Pennsylvania bank holding company for purposes of the Pennsylvania Banking Code, PennRock is also subject
to regulation and examination by the Pennsylvania Department of Banking,

The Bank is a national bank and a member of the Federal Reserve System, and its deposits are insured (up to
applicable limits) by the Federal Deposit Insurance Corporation (the “FDIC™). The Bank is subject to regulation and
examination by the Office of the Comptroller of the Currency (the “OCC”), and to a much lesser extent, the Federal
Reserve Board and the FDIC. The primary supervisory authority of the Bank is the OCC, who regularly examines
the Bank. The OCC has authority to prevent a national bank from engaging in unsafe or unsound practices in
conducting its business. The Bank is also subject to requirements and restrictions under federal and state law, - -~
including requirements to maintain reserves against deposits, restrictions on the types and amounts of loans that may
be granted and the interest that may be charged thereon, limitations on the types of investments that may be made
and the types of services that may be offered, and the activities of a bank with respect to mergers and consolidations
and the establishment of branches.

As a subsidiary bank of a bank holding company, the Bank is subject to certain restrictions imposed by the Federal
Reserve Act on any extensions of credit to the bank holding company or its subsidiaries, or investments in the stock
or other securities as collateral for loans. The Federal Reserve Act and Federal Reserve regulations also place
certain limitations and reporting requirements on extensions of credit by a bank to principal shareholders of its
parent holding company, among others, and to related interests of such principal shareholders. In addition, such
legislation and regulations may affect the terms upon which any person becoming a principal shareholder of a
holding company may obtain credit from banks with which the subsidiary bank maintains a correspondent
relationship.

Under the Federal Deposit Insurance Act, the OCC possesses the power to prohibit institutions regulated by it (such
as the Bank) from engaging in any activity that would be an unsafe and unsound banking practice or would
otherwise be in violation of the law.

Under the Community Reinvestment Act of 1977 (the “CRA”), the OCC is required to assess the record of all
financial institutions regulated by it to determine if these institutions are meeting the credit needs of the community,
including low and moderate income neighborhoods, which they serve and to take this record into account in its
evaluation of any application made by any of such institutions for, among other things, approval of a branch or other
deposit facility, office relocation, a merger or an acquisition of bank shares. The Financial Institutions Reform,
Recovery and Enforcement Act of 1989 amended the CRA to require, among other things, that the OCC make
publicly available the evaluation of a bank's record of meeting the credit needs of its entire community, including
low and moderate income neighborhoods. This evaluation will include a descriptive rating like “outstanding”,
“satisfactory”, “needs to improve” or “substantial noncompliance” and a statement describing the basis for the
rating. These ratings are publicly disclosed.

Under the Bank Secrecy Act, banks and other financial institutions are required to report to the Internal Revenue
Service currency transactions of more than $10,000 or multiple transactions of which a bank is aware in any one day
that aggregate in excess of $10,000. Civil and criminal penalties are provided under the Bank Secrecy Act for
failure to file a required report, for failure to supply information required by the Bank Secrecy Act or for filing a
false or fraudulent report.

Capital Adequacy Guidelines and the Prompt Corrective Action Rules

Bank holding companies are required to comply with the Federal Reserve Board’s risk-based capital guidelines.

The required minimum ratio of total capital to risk-weighted assets (including certain off-balance sheet activities,
such as standby letters of credit) is 8%. At least half of the total capital is required to be “Tier | capital,” consisting
principally of common shareholders’ equity, less certain intangible assets. The remainder (“Tier 2 capital”) may
consist of certain preferred stock, a limited amount of subordinated debt, certain hybrid capital instruments and other
debt securities, and a limited amount of the general allowance for loan losses. The risk-based capital guidelines are
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required to take adequate account of interest rate risk, concentration of credit risk, and risks of nontraditional
activities.

The Federal Deposit Insurance Corporation Improvement Act of 1991 (“FDICIA”) requires that institutions must be
classified, based on their risk-based capital ratios into one of five defined categories, as illustrated betow, “well
capitalized”, “adequately capitalized”, “undercapitalized”, “significantly undercapitalized” and “critically
undercapitalized”.

Total Risk Tier 1 Risk Tier 1

Based Ratio Based Ratio Leverage Ratio
Well capitalized >10.0% > 6.0% >5.0%
Adequately capitalized > 8.0% > 4.0% >4.,0%
Undercapitalized < 8.0% <4.0% <4.0%
Significantly undercapitalized <6.0% <3.0% <3.0%
Critically undercapitalized <2.0%

In the event an institution's capital deteriorates to the undercapitalized category or below, FDICIA prescribes an
increasing amount of regulatory intervention, including: the institution of a capital restoration plan and a guarantee
of the plan by a parent institution; and the placement of a hold on increases in assets, number of branches or lines of
business. [f capital has reached the significantly or critically undercapitalized levels, further material restrictions can
be imposed, including restrictions on interest payable on accounts, dismissal of management and, in critically
undercapitalized situations, appointment of a receiver. For well capitalized institutions, FDICIA provides authority
for regulatory intervention where the institution is deemed to be engaging in unsafe or unsound practices or receives
a less than satisfactory examination report rating for asset quality, management, earnings or liquidity. All but well
capitalized institutions are prohibited from accepting brokered deposits without prior regulatory approval. Under
FDICIA, financial institutions are subject to increased regulatory scrutiny and must comply with certain operational,
managerial and compensation standards to be developed by Federal Reserve Board regulations. FDICIA also
requires the regulators to issue new rules establishing certain minimum standards to which an institution must
adhere including standards requiring a minimum ratio of classified assets to capital, minimum earnings necessary to
absorb losses and minimum ratio of market value to book value for publicly held institutions. Additional regulations
are required to be developed relating to internal controls, loan documentation, credit underwriting, interest rate
exposure, asset growth and excessive compensation, fees and benefits.

Regulatory Examinations and Independent Audits

Annual full-scope, on site regulatory examinations are required for all the FDIC-insured institutions except
institutions with assets under $100 million which are well capitalized, well-managed and not subject to a recent
change in control, in which case, the examination period is every 18 months. Banks with total assets of $500 million
or more, as of the beginning of fiscal year 1993, are required to submit to their supervising federal and state banking
agencies a publicly available annual audit report. The independent auditors of such banks are required to attest to
the accuracy of management’s report regarding the internal control structure of the bank. In addition, such banks
also are required to have an independent audit committee composed of outside directors who are independent of
management, to review with management and the independent accountants, the reports that must be submitted to the
bank regulatory agencies. If the independent accountants resign or are dismissed, written notification must be given
to the bank's supervising government banking agencies. These accounting and reporting reforms do not apply to an
institution such as a bank with total assets at the beginning of its fiscal year of less than $500 million.

Other Provisions of FDICIA

FDICIA also requires that banking agencies reintroduce loan-to-value ratio regulations that were previously repealed
by the 1982 Act. Loan-to-values limit the amount of money a financial institution may lend to a borrower, when the
loan is secured by real estate, to no more than a percentage, set by regulation, of the value of the real estate.

A separate subtitle within FDICIA, called the “Bank Enterprise Act of 19917, requires “truth-in-savings” on
consumer deposit accounts so that consumers can make meaningful comparisons between the competing claims of
banks with regard to deposit accounts and products. Under this provision, a bank is required to provide information
to depositors concerning the terms of their deposit accounts, and in particular, to disclose the annual percentage
yield.
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Regulatory Restrictions on Dividends

The Bank may not, under the National Bank Act, declare a dividend without approval of the Comptroller of the
Currency, unless the dividend to be declared by the Bank’s Board of Directors does not exceed the total of:

i.  the Bank’s net profits for the current year to date, plus

i, its retained net profits for the preceding two current years, less any required transfers to surplus.
In addition, the Bank can only pay dividends to the extent that its retained net profits (including the portion
transferred to surplus) exceed its bad debts. The Federal Reserve Board, the Comptroller and the FDIC have formal
and informal policies which provide that insured banks and bank holding companies should generally pay dividends
only out of current operating earnings, with some exceptions. The Prompt Corrective Action Rules, described
above, further limit the ability of banks to pay dividends, because banks that are not classified as well capitalized or
adequately capitalized may not pay dividends.

Under these policies and subject to the restrictions applicable to the Bank, the Bank could declare, during 2003,
without prior regulatory approval, aggregate dividends of approximately $11.3 million, plus net profits earned to the
date of such dividend declaration.

FDIC Insurance Assessments

The FDIC has implemented a risk-related premium schedule for all insured depository institutions that results in the
assessment of premiums based on capital and supervisory measures. Under the risk-related premium schedule, the
FDIC assigns, on a semiannual basis, each depository institution to one of three capital groups (well-capitalized,
adequately capitalized or undercapitalized) and further assigns such institution to one of three subgroups within a
capital group. The institution’s subgroup assignment is based upon the FDIC’s judgment of the institution’s
strength in light of supervisory evaluations, including examination reports, statistical analyses and other information
relevant to measuring the risk posed by the institution. Only institutions with:

i.  atotal capital to risk-adjusted assets ratio of 10% or greater;
ii.  a Tier 1 capital to risk-based assets ratio of 6% or greater; and
iii. a Tier 1 leverage ratio of 5% or greater,

are assigned to the well-capitalized group. As of December 31, 2002, the Bank was well capitalized for purposes of
calculating insurance assessments.

The Bank Insurance Fund is presently fully funded at more than the minimum amount required by law.

Accordingly, the 2003 Bank Insurance Fund assessment rates range from zero for those institutions with the least
risk, to $0.027 for every $100 of insured deposits for institutions deemed to have the highest risk. The Bank is in the
category of institutions that presently pay nothing for deposit insurance. The FDIC adjusts the rates every six
months. The FDIC has indicated that it is possible that all banks will again be required to pay deposit insurance
premiums in the future if the current trend of the size of the insurance funds relative to all insured deposits
continues.

While the Bank presently pays no premiums for deposit insurance, it is subject to assessments to pay the interest on
Financing Corporation bonds. The Financing Corporation was created by Congress to issue bonds to finance the
resolution of failed thrift institutions. The FDIC sets the Financing Corporation assessment rate every quarter. The
Financing Corporation assessment for the Bank for the first quarter of 2003 is an annual rate of $.0168 for each $100
of deposits.

The Gramm-Leach-Bliley Act

Landmark legislation in the financial services area was signed into law on November 12, 1999. The Gramm-Leach-
Bliley Act dramatically changes certain banking laws that have been in effect since the early part of the 20" century.
The most radical changes are that the separation between banking and the securities businesses mandated by the
Glass-Steagall Act has now been removed, and the provisions of any state law that prohibits affiliation between
banking and insurance entities have been preempted. Accordingly, the new legislation now permits firms engaged
in underwriting and dealing in securities, and insurance companies, to own banking entities, and permits bank
holding companies (and in some cases, banks) to own securities firms and insurance companies. The provisions of
federal law that preclude banking entities from engaging in non-financially related activities, such as manufacturing,
have not been changed. For example, a manufacturing company cannot own a bank and become a bank holding
company, and a bank holding company cannot own a subsidiary that is not engaged in financial activities, as defined
by the regulators.
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The new legislation creates a new category of bank holding company called a “financial holding company.” In
order to avail itself of the expanded financial activities permitted under the new law, a bank holding company must
notify the Federal Reserve that it elects to be a financial holding company. A bank holding can make this election if
it, and all its bank subsidiaries, are well capitalized, well managed, and have at least a satisfactory Community
Reinvestment Act rating, each in accordance with the definitions prescribed by the Federal Reserve and the
regulators of the subsidiary banks. Once a bank holding company makes such an election, and provided that the
Federal Reserve does not object to such election by such bank holding company, the financial holding company may
engage in financial activities (such as securities underwriting, insurance underwriting, and certain other activities
that are financial in nature as to be determined by the Federal Reserve) by simply giving a notice to the Federal
Reserve within thirty days after beginning such business or acquiring a2 company engaged in such business. This
makes the regulatory approval process to engage in financial activities much more streamlined than it was under
prior law.

The new law also permits certain financial activities to be undertaken by a subsidiary of a national bank. As the
Bank is a national bank, some of these provisions apply directly to the Bank. Generally, for financial activities that
are conducted as a principal, such as an underwriter or dealer of securities holding an inventory, a national bank
must be one of the 100 largest national banks in the United States and have its debt be rated investment grade.
Because the Bank is not one of the 100 largest national banks in the United States, it is not authorized under the new
law to conduct these financial activities as a principal. However, the Bank may own a securities broker or an
insurance agency and certain other financial agency entities under the new law. Under prior law, national banks
could only own an insurance agency if it was located in a town of fewer than 5,000 residents, or under certain other
conditions. Under the new law, there is no longer any restriction on where the insurance agency subsidiary of a
national bank is located or does business.

In addition to the foregoing provisions of the new law that make major changes to the federal banking laws, the new
legislation also makes a number of additions and revisions to numerous federal laws that affect the business of
banking. For example, there is now a federal law on privacy with respect to customer information held by banks.
The federal banking regulators have adopted rules implementing the new law regarding privacy for customer
information. Banks must:
i. establish a disclosure policy for non-public customer information;
ii. disclose the policy to their customers; and
iii. give their customers the opportunity to object to non-public information being disclosed to a third party.

Also, the Community Reinvestment Act has been amended by the new law to provide that small banks (those under
$250 million in assets) that previously received an “outstanding” on their last CRA exam will not have to undergo
another CRA exam for five years or for four years if their last exam was “satisfactory.” In addition, any CRA
agreement entered into between a bank and a community group must be disclosed, with both the bank and the group
receiving any grants from the bank detailing the amount of funding provided and what it was used for. The new law
also requires a bank’s policy on fees for transactions at ATM machines by non-customers to be conspicuously
posted on the ATM. A number of other provisions affecting other general regulatory requirements for banking
institutions were also adopted.

Recent Regulatory Developments

In October 2001, the President signed into law the USA PATRIOT Act. This Act was in direct response to the
terrorist attacks on September 11, 2001, and strengthens the anti-money laundering provisions of the Bank Secrecy
Act. Most of the new provisions added by the Act apply to accounts at or held by foreign banks, or accounts of or
transactions with foreign entities. The Bank does not have a significant foreign business and does not expect this
Act to materially affect its operations. The Act does, however, require the banking regulators to consider a bank’s
record of compliance under the Bank Secrecy Act in acting on any application filed by a bank. As the Bank is
subject to the provisions of the Bank Secrecy Act (the reporting of cash transactions in excess of $10,000), the
Bank’s record of compliance in this area will be an additional factor in any applications filed by it in the future. To
the Bank’s knowledge, its record of compliance in this area is satisfactory.
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In July 2002, federal regulators proposed rules to implement Section 326 of the USA PATRIOT Act requiring
financial institutions to establish procedures for identifying and verifying the identity of customers. Although these
regulations have not yet been finalized, the proposed rules establish minimum standards for financial institutions to
follow:
i implement procedures to verify the identity of persons seeking to open an account;
ii.  maintain records of the information used to verify a person’s identity; and
iii. determine whether the person appears on any governmental agency list of known or suspected terrorists or
terrorist organizations.

PennRock has implemented and continues to implement procedures to comply with these new standards.

In July 2002, the Department of Housing and Urban Development proposed rules to reform the regulatory
requirements under the Real Estate Settlement and Procedures Act that would

i change the way compensation to mortgage brokers is disclosed to consumers;
ii. revise the Good Faith Estimate settlement cost disclosure; and
ili.  remove regulatory barriers to permit an option for consumers with guaranteed packages of settlement

services and mortgages.
These rules have not been finalized.

The Sarbanes-Oxley Act

On July 30, 2002, the President signed into law the Sarbanes-Oxley Act of 2002 in response to public concerns
regarding corporate accountability in connection with recent high visibility accounting scandals. The stated goals of
the Sarbanes-Oxley Act are to:

1. increase corporate responsibility;
ii.  provide for enhanced penalties for accounting and auditing improprieties at publicly traded companies; and
iii.  protect investors by improving the accuracy and reliability of corporate disclosures pursuant to the

securities laws.

The Sarbanes-Oxley Act is the most far-reaching U.S. securities legislation enacted in some time. The Sarbanes-
Oxley Act generally applies to all companies, both U.S. and non-U.S,, that file or are required to file periodic reports
with the Securities and Exchange Commission (“the SEC”) under the Securities Exchange Act of 1934 (“the
Exchange Act”).

The Sarbanes-Oxley Act includes very specific additional disclosure requirements and new corporate governance
rules, requires the SEC and securities exchanges to adopt extensive additional disclosure, corporate governance and
other related rules and mandates further studies of certain issues by the SEC and the Comptroller General. The
Sarbanes-Oxley Act represents significant federal involvement in matters traditionally left to state regulatory
systems, such as the regulations of the accounting profession and to state corporate law, such as the relationship
between a board of directors and management and between a board of directors and its committees,

The Sarbanes-Oxley Act addresses among other matters:
i.  audit committees;
ii. certification of financial statements by the chief executive officer and chief financial officer;
iii. the forfeiture of bonuses or other incentive-based compensation and profits from the sale of an issuer’s
securities by directors and senior officers in the twelve month period following initial publication of any
financial statements that later require restatement;

iv. a prohibition on insider trading during pension black-out periods;

v, disclosure of off-balance sheet transactions;

vi.  aprohibition on personal loans to directors and officers unless subject to the provision of Regulation O;
vii. expedited filing requirements for Form 4s;
viil. disclosure of a code of ethics and filing a Form 8-K for a change or waiver of such code;

ix.  “real time” filing of periodic reports;

X. the formation of a public accounting oversight board;

Xi. auditor independence; and
Xil. various increased criminal penalties for violations of securities laws.

9
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Since PennRock’s stock. is listed on the Nasdaq National Market, we are subject to regulations established by
Nasdaq. In response to the Sarbanes-Oxley Act, the Nasdaq has proposed the following rules relative to corporate

governance: .
i Require shareholder approval for the adoption of all stock option plans and for any material modification of

such plans;

il. Prohibit loans te officers and directors through the adoption of a Nasdaq rule that mirrors the Act;

ii, Require a majority of independent directors on the board;

iv.  Require a regularly convened executive session of the independent directors;

V. Require that a company’s audit committee of the board of directors review and approve all related-party
transactions;

Vi, Prohibit an independent director from receiving any payments in excess of $60,000 other than for board
services, and extend such prohibition to the receipt of payments by a non-employee family member of the
director. An audit committee member may not receive any compensation except for board or committee

service;

Vi, Prohibit former partners or employees of the outside auditors who worked on a company’s audit
engagement from being deemed independent;

viii.  Apply a three-year “cooling off” period to directors who are not independent due to:

a. interlocking compensation committees;

b. the receipt by the director or a family member of the director of any payments in excess of
$60,000 other than for board service; or

c. having worked on the company’s audit engagement;

ix. Prohibit directors from serving on the audit committee in the event they are deemed an affiliated person of
the issuer or any subsidiary;
X.  Require independent director approval of director nominations;
Xi. Require independent director approval of CEO compensation, either by an independent compensation
committee or by a majority of the independent directors;
Xii. Require that audit committees have the sole authority to appoint, determine funding for, and oversee the
outside auditors;
xiii. Require that audit committees approve, in advance, the provision by the auditor of all permissible non-audit
services;

xiv.  Require that audit committees have the authority to engage and determine the funding for independent
counsel and other advisors;

xv.  Require that the audit committee establish procedures for the receipt, retention and treatment of complaints
received by the issuer and ensure that such complaints are treated confidentially and anonymously;
XVi. Require that in selecting the financial expert necessary for compliance with the Nasdaq audit committee

composition requirements, issuers consider whether a person has, through education and experience as a
public accountant or auditor or a principal financial officer, controller or principal accounting officer of an
issuer or from a position involving the performance of similar functions, sufficient financial expertise in the
accounting and auditing areas;

XVii. Require that all audit committee members be able to read and understand financial statements at the time of
their appointment rather than “within a reasonable period of time” thereafter;
Xviii. Require continuing education for all directors, pursuant to rules to be developed by the Nasdaq Listing and
Hearing Review Council;
Xix. Require all companies to have a code of conduct addressing, at a minimum, conflicts of interest and

compliance with applicable laws, rules and regulations, with an appropriate compliance mechanism and
disclosure of any waivers to executive officers and directors. Only independent directors can grant
waivers. The code of conduct must be publicly available;

xX.  Harmonize the Nasdaq rule on the disclosure of material information with the SEC’s Regulation FD so that
issuers may use Regulation FD compliant methods such as conference calls, press conferences and web
casts, so long as the public is provided adequate notice (generally by press release) and granted access.

The Sarbanes-Oxley Act contains provisions that became effective upon enactment on July 30, 2002, and provisions
that will become effective from within 30 days to one year from enactment. The SEC has been delegated the task of
enacting rules to implement various of the provisions with respect to, among other matters, disclosure in periodic
filings pursuant to the Exchange Act.

From time to time, various types of federai and state legislation have been proposed that could result in additional
regulation of, and restriction on, the business of PennRock or the Bank. It cannot be predicted whether any such
legislation will be adopted or, if adopted, how such legislation would affect the business of PennRock or the Bank.
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As a consequence of the extensive regulation of commercial banking activities in the United States, PennRock’s
business is particularly susceptible to being affected by federal legislation and regulations that may increase the
costs of doing business.

Foreign Operations

PennRock does not depend on foreign sources for funds, nor does PennRock make foreign loans.

Statistical Disclosure by Bank Hoiding Companies

The required Statistical Information for Item 1 can be found in Item 6, “Selected Financial Data,” Item 7,
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and Item 8, “Financial
Statements and Supplementary Data,” of this Annual Report.

ITEM 2. PROPERTIES

PennRock Financial Services Corp.

PennRock’s headquarters are located at the main office of Blue Ball National Bank located at 1060 Main Street,
Blue Ball, Pennsylvania. PennRock owns no real estate.

Blue Ball National Bank

The principal executive office and main banking office is located in Blue Ball, Pennsylvania. An operations center,
also located in Blue Ball, Pennsylvania, accommodates the Bank’s data processing, accounting, human resource, and
loan and deposit operations departments. These and 15 of the Bank’s full service community offices are owned free
and clear of any indebtedness. The land on which six of the branch offices are located is leased. The net book value
of the Bank’s premises and equipment as of December 31, 2002 is $16.3 million.

The National Advisory Group, Inc.

National’s offices are located in Dresher, Pennsylvania. All real estate is leased.

Pension Consuiting Services, Inc.

PCS’s offices are located in Dresher, Pennsylvania. All real estate is leased.

iTEM 3. LEGAL PROCEEDINGS

Various legal actions or proceedings are pending involving PennRock or its subsidiaries. Management believes that
the aggregate liability or loss, if any, will not be material.
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ITEM 3A. EXECUTIVE OFFICERS OF THE REGISTRANT

The names, ages and positions of all of the executive officers of PennRock as of February 14, 2003, are listed below,
along with the positions with PennRock and Blue Ball National Bank held by each of them during the past five
years. The Board of Directors elects officers annually.

POSITION AND EXPERIENCE
NAME AGE DURING PAST 5 YEARS
Norman Hahn 66 PennRock Financial Services Corp.:
Chairman of the Board (January 1991 to date)
Blue Ball National Bank:
Chairman of the Board (January 1991 to date)

Glenn H. Weaver PennRock Financial Services Corp.:
President {April 1989 to date)

Robert K. Weaver PennRock Financial Services Corp.:
Secretary (March 1986 to date)
Blue Ball National Bank:
Secretary (1977 to date)

Melvin Pankuch PennRock Financial Services Corp.:
Executive Vice President and Chief Executive Officer
(April 1989 to date)
Blue Ball National Bank:
President and Chief Executive Officer (April 1988 to date)

George B. Crisp 55 PennRock Financial Services Corp.:
Vice President and Treasurer (April 1989 to date)
Blue Ball National Bank:
Senior Vice President — Operations (July 1993 to date)
Chief Financial Officer (July 1987 to date)

Joseph C. Spada 52 Blue Ball National Bank:
Senior Vice President —~ Banking Sales/Service (July 1993 to date)

Michael H. Peuler 52 Blue Ball National Bank:
Senior Vice President — Financial Services (April 1995 to date)
Vice President — Financial Services (June 1993 to April 1995)
The National Advisory Group, Inc.
President and Chief Executive Officer (March 2001 to date)
Pension Consulting Services, Inc.
President and Chief Executive Officer (October 2002 to date)

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matter was submitted to a vote of security holders, through the solicitation of proxies or otherwise, during the 4t
quarter of 2002,
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PART H

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS

PennRock’s common stock trades on the Nasdaq National Market under the symbol PRFS. The price of
PennRock’s stock ranged from $19.96 to $32.00 in 2002 and closed the year at $27.75. The price ranged from
$11.80 to $20.91 in 2001 and closed the year at $20.22. The book value per share was $12.59 as of December 31,
2002 and $11.30 as of December 31, 2001. All per share data have been restated for a 5% stock dividend paid in
2001 and a 10% stock dividend paid in 2002. The prices listed below represent the high, low and quarter ending
prices for stock trades reported during each quarter.

Quarter Per Share
High Low End Dividend
2002
First quarter $25.45 $19.96 $25.45 $0.18
Second guarter 31.00 2523 - 29.73 0.19
Third quarter 32.00 28.12 29.00 0.19
Fourth quarter 29.66 26.34 27.75 0.20
2001
First quarter $13.85 $11.80 $13.20 $0.16
Second quarter 17.75 12.99 17.54 0.17
Third quarter 20.91 16.27 20.17 0.17
Fourth quarter 20.23 18.46 20.22 0.19

PennRock maintains a Dividend Reinvestment Plan for eligible shareholders who elect to participate in the Plan. A
copy of the Prospectus for this Plan may be obtained by writing to:

Shannan B. Guthrie, Investor Relations Officer

PennRock Financial Services Corp.

P.O. Box 580

Blue Ball, PA 17506

Copies of PennRock’s Annual Report on Form 10-K, as well as all other reports and forms filed with the Securities
and Exchange Commission by PennRock, are available without charge on the company’s web site at
www.pennrock.com, or by writing to Shannan B. Guthrie, Investor Relations Officer at the address listed directly
above.

Registrar/Transfer Agent:
American Stock Transfer and Trust ~ (800) 937-5449
59 Maiden Lane
New York, NY 10038

Nasdaq Market Makers:
As of December 31, 2002, the following firms made a market in PennRock’s common stock:

F.J. Morrissey & Co., Inc.  (800) 842-8928
Ferris, Baker, Watts, Inc. ~ (800) 638-7411
Janney Montgomery LLC ~ (717) 293-4100
RBC Dain Rauscher (800) 456-9234

Independent Auditors:
Simon Lever & Company
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ITEM 6. SELECTED FINANCIAL DATA

In thousands, except share and per share data

20602 2001 2000 1999 1998

FOR THE YEAR:
Interest income $ 57,142 $ 62274 $ 64,234 $ 54,783 $ 50,643
Interest expense 23,283 32,366 37,073 28,137 25,458
Net interest income 33,859 29,908 27,161 26,646 25,185
Provision for loan losses 1,750 1,548 3,076 1,026 1,225
Non-interest income 13,144 11,030 7,315 6,159 5,087
Non-interest expense 27,447 25,282 20,280 18,566 17,451
Net income 13,226 12,067 9,546 10,710 9,615
Per share:

Net income — Basic 1.90 1.74 1.38 1.55 1.37

Net income — Diluted 1.88 1.73 1.38 1.55 1.37

Cash dividends 8.76 0.69 0.60 0.54 0.52

Book value as of year-end 12.59 11.30 10.59 8.37 9.65

Market value as of year-end 27.75 20.22 12.12 15.48 19.91
Number of shares outstanding 6,909,337 6,936,580 6,856,532 6,861,797 6,937,906
AS OF YEAR-END:
Securities $ 304,814 $303,334 $323,556 $309,462 $273,722
Loans 602,840 558,369 501,140 461,179 407,930
Earning assets 915,749 860,957 841,940 766,714 683,671
Total assets 1,008,589 948,938 910,950 842,446 730,531
Total deposits 743,262 663,694 682,994 631,415 550,046
Short-term borrowings 40,363 76,754 54,175 53,207 13,780
Long-term debt 127,000 121,000 91,000 90,000 90,700
Stockholders’ equity 86,978 78,404 72,598 59,233 66,911
Full-time equivalent employees 335 321 276 271 255
SELECTED RATIOS:
Return on average assets 1.34% 1.34% 1.09% 1.37% 1.39%
Return on average equity 15.86% 15.80% 14.93% 16.39% 14.86%
Efficiency ratio 58.10% 59.28% 55.90% 54.03% 53.74%
Net interest margin (tax equivalent) 3.98% 3.95% 3.71% 4.02% 4.36%
Total capital to average assets 8.64% 9.21% 8.86% 9.01% 9.96%
Total capital to risk-weighted

assets 11.57% 11.71% 12.45% 12.80% 14.77%
Price to earnings (x) 14.61 11.59 8.78 9.99 14.53
Market to book value (x) 2.28 1.79 1.15 1.85 2.06
Allowance for loan losses to loans 1.17% 1.30% 1.19% 1.20% 1.20%
Non-performing loans to loans 0.41% 0.21% 0.85% 0.43% 0.33%
Dividend payout ratio 40.49% 39.70% 43.66% 34.52% 37.70%
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

General

The following section presents management’s discussion and analysis of the financial condition and results of
operations of PennRock Financial Services Corp., a bank holding company (“PennRock”), its subsidiaries, The
National Advisory Group, Inc. (“National”), Pension Consulting Services, Inc. (“PCS”) and Blue Ball National
Bank (“the Bank”), and the Bank’s subsidiary, PennRock Insurance Group, Inc. (“PIGI”). This discussion and
analysis is presented to assist the reader in understanding and evaluating the financial condition, results of operations
and future prospects of PennRock and should be read in conjunction with the consolidated financial statements and
other financial data presented elsewhere in this Annual Report.

PennRock’s results of operations are dependent primarily on its net interest income, which is the difference between
the interest earned on its assets (primarily its loan and securities portfolios) and its cost of funds, which consists of
the interest paid on its deposits and borrowings. PennRock's results of operations are also affected by its provision
for loan losses as well as non-interest income, non-interest expenses and income tax expense. Non-interest expenses
consist of salaries and benefits, occupancy and equipment expenses, advertising and marketing, data processing,
insurance, professional fees, telecommunications and other operating expenses. Results of operations are also
dependent on the dollar volume and asset quality of PennRock's loans and investments.

The results of PennRock’s operations, like those of other financial institutions, are affected by our asset and liability
management policies, as well as factors beyond our control, such as general economic conditions and the monetary
and fiscal policies of the federal government. Lending activities are affected by the demand for commercial and
mortgage financing and other types of loans, and are thus influenced by interest rates and other economic factors.
Deposit flows and costs of funds are influenced by yields available on competing banking and non-banking
investments and by general market rates of interest.

Overview

During 2002, PennRock recorded net income of $13.2 million, an increase of $1.2 million or 10% over 2001. Basic
and diluted earnings per share for the year were $1.90 and $1.88, respectively, as compared to $1.74 and $1.73,
respectively, for 2001. Net income was $9.5 million or $1.38 per share in 2000. Return on average assets was
1.34% in both 2002 and 2001, and 1.09% in 2000. Return on average equity was 15.86% in 2002, 15.80% in 2001
and 14.93% in 2000.

Assets grew $59.7 million to $1.008 billion, an increase of 6.3% from 2001. Average eaming assets increased $71.5
million or 8.6% during 2002, while average interest bearing liabilities grew $62.6 million or 8.7%. The average
yield on earning assets decreased 129 percentage points from 7.86% in 2001 to 6.57% in 2002. The average yield
on paying liabilities decreased 153 percentage points from 4.52% in 2001 to 2.99% in 2002. PennRock’s net
interest income on a fully taxable equivalent basis increased $3.4 million or 10.3% during 2002 and $2.5 million or
8.5% in 2001. The net interest margin was 3.98% in 2002, 3.95% in 2001 and 3.71% in 2000.

The provision for loan losses increased from $1.5 million in 2001 to $1.8 million in 2002. The provision for loan
losses was $3.1 million in 2000.

Non-interest income from sources other than realized securities gains increased $1.3 million or 13.5% in 2002
compared with an increase of $3.7 million or 64.6% in 2001 and an increase of $1.1 mitlion or 24.8% in 2000. With
the exception of realized gains on securities, all sources of non-interest income increased in 2002 over 2001 as well
as in 2001 over 2000.

Non-interest expenses increased $2.2 million or 8.6% in 2002. Non-interest expenses increased $5.0 million or
24.7% in 2001 and $1.7 million or 9.2% in 2000.

Critical Accounting Policies

PennRock’s financial position and results of operations are impacted by management’s application of accounting
policies involving judgments made to arrive at the carrying value of certain assets. Management’s greatest
challenge in implementing its policies is the need to make estimates about the effect of matters that are inherently
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less than certain. For a detailed discussion of PennRock’s significant accounting policies, see Note 1. Summary of
Significant Accounting Policies in the Notes to Consolidated Financial Statements. A material estimate that is
susceptible to significant change is the determination of the allowance for loan losses. Estimates of the amount of
the allowance for loan losses and the placement of loans on non-accrual status both affect the carrying amount of the
loan portfolio.

The allowance for loan losses is a difficult subjective judgment that management must make regarding the loan
portfolio, and is established and maintained at levels that management believes are adequate to cover losses resulting

from the inability of borrowers to make required payments on loans. To estimate loan losses, we analyze:
i.  historical loan losses;
ii. current trends in delinquencies and charge-offs;
iii. plans for problem loan administration and resolution;
iv. the views of regulators;
V. changes in the size and composition of the loan portfolio;
peer group information;
the economic climate and direction;
increases or decreases in overall lending rates;
political conditions;
legislation directly or indirectly impacting the banking industry; and
economic conditions affecting specific geographical areas in which PennRock conducts business.

Where there is a question as to the impairment of a specific loan, management obtains valuations of the property or
collateral securing the loan, and current financial information of the borrower, including financial statements, when
available. Since the calculation of appropriate loan loss allowances relies on management's estimates and judgments
relating to inherently uncertain events, actual results may differ from these estimates. The American Institute of
Certified Public Accountants is preparing further guidance for calculating the allowance for loan losses.
Implementation of that guidance could result in an adjustment to the allowance. For a more detailed discussion on
the allowance for loan losses, see Allowance For Loan Losses under the discussion of Financial Condition in Item 7
of this report and Allowance for Loan Losses in Note 1: Summary of Significant Accounting Policies and Note 6:
Allowance for Loan Losses in the Notes to Consolidated Financial Statements.

Resuits of Operations

Net Interest Income

Net interest income is the amount by which interest income on loans, investments and other earning assets exceeds
interest paid on deposits, borrowings and other interest bearing liabilities. Net interest income is the primary source
of revenue for PennRock. The amount of net interest income earned is affected by changes in interest rates and the
balances of the various types of earning assets and interest bearing liabilities. For comparative purposes, and
throughout this discussion unless otherwise noted, net interest income and corresponding yields are shown on a
taxable equivalent basis. This adjustment will give effect to the interest earned on tax-exempt loans and investments
by an amount equivalent to the federal income taxes, which would have been paid if the income received on these
assets were taxable at the statutory rate of 35% for 2002 and 34% for 2001, and 2000.

Net interest income is the product of the volume of average earning assets and the average rates earned on them, less
the volume of average interest bearing liabilities and the average rates paid on them. Table | presents average
balances, taxable equivzlent interest income and expense and rates for PennRock’s assets and liabilities for the years
ended December 31, 2002, 2001 and 2000.
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Table 1 - Average Balances, Rates and Interest income and Expense Summary
(Taxable equivalent basis)

In thousands 2002 2001 2000
Average Average  Average Average  Average Average
Balance Interest  Rate Balance  Interest Rate Balance Interest Rate
ASSETS
Short-term investments $ 5375 § 100 1.86% $ 8978 § 374 417% $ 7,407 § 479 6.47%
Mortgages held for sale 2,720 248 9.12% 2,347 212 9.03% 274 27 9.85%
Securities available for sale:
U.S. Treasury and agency 81,816 5,842 7.13% 91,930 6,168 6.71% 132,638 9,448 7.12%
State and municipal 34,955 2,777 7.94% 71,731 5,703 7.95% 97,988 8,686 8.86%
Other 200,914 7,254 3.61% 135,367 8,610 6.36% 90,421 6,372 7.05%
Total securities available
for sale 317,785 15,873 4.99% 299,028 20,481 6.85% 321,047 24,506 7.63%
Loans: (1)
Mortgage 332,256 25,687 7.73% 292,324 24,780 8.48% 271,585 22,567 8.31%
Commercial 158,603 10,858 6.85% 141,685 11,873 8.38% 127,203 12,169 9.57%
Consumer (2) 81,930 6,321 7.72% 82,816 7,281 8.79% 83,135 7,417 8.92%
Total loans 572,789 42,866 7.48% 516,825 43,934 8.50% 481,923 42,153 8.75%
Total earning assets 898,669 59,087 6.57% 827,178 65,001 7.86% 810,651 67,165 8.29%
Other assets __ 85931 70514 ___ 65350
Total assets $984,600 6.00%  $897,692 7.24%  $876,001 7.67%
LIABILITIES AND

STOCKHOLDERS’ EQUITY
Interest bearing deposits:

Demand $211,869 3,661 1.73%  $149,441 4,582 3.07%  $139,570 5,207 3.73%
Savings 72,542 991 1.37% 57,548 1,064 1.85% 55,457 1,095 1.97%
Time 317,432 10,505 3.31% 357,190 18,366 5.14% 368,803 21,379 5.80%
Total interest bearing
deposits 601,843 15,157 2.52% 564,179 24,012 4.26% 563,830 27,681 491%
Short-term borrowings 53,710 796 1.48% 38,094 1,304 3.42% 63,975 3,891 6.08%
Long-term debt 123,663 7,330 5.93% 114,342 7,050 6.17% 36,292 5,501 6.37%

Total interest bearing liabilities 779,216 23,283 2.99% 716,615 32,366 4.52% 714,097 37,073 5.19%

Non-interest bearing

demand deposits 110,808 94,990 87,786
Other liabilities 11,210 9,692 10,162
Stockholders’ equity 83,366 76,395 63,956
Total liabilities and

stockholders’ equity $984,600 2.36%  $897,692 3.61%  $876,00! 4.23%
Net interest income $35,804 $32,635 $30,092
Interest rate spread 3.58% 3.34% 3.10%
Effect of non-interest

bearing funds 0.40% 0.61% 0.61%
Net interest margin 3.98% 3.95% 3.71%

(1) Interest income on loans includes fees of $1,619,000 in 2002, $1,598,000 in 2001 and $775,000 in 2000.
Average loan balances exclude non-accrual loans.
(2) Consumer loans outstanding net of unearned income.

2002 over 2001:
The average balance of interest-earning assets grew $71.5 million in 2002 over 2001 while the average balance of
interest-bearing liabilities grew $62.6 million. The increase in average interest-earning assets generated $5.9 million.

of additional interest income while the increase in average interest-bearing liabilities generated only $1.2 million of
additional interest expense, resulting in an increase of $4.7 million of net interest income due to changes in volumes.
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Another factor that contributed to the change in our net interest income was the change in interest rates. The
average rate earned on earning assets declined 129 percentage points which caused interest income to decline $11.8
million in 2002, The average rate paid on interest bearing liabilities declined 153 percentage points which caused
interest expense to decline $10.3 million. Since interest income declined by more than interest expense, net interest
income declined by $1.5 million due to changes in interest rates.

2001 over 2000

The average balance of interest earning assets increased by $16.5 million in 2001 over 2000 while the average
balance of interest bearing liabilities increased $2.5 million. The increase in average interest-earning assets
generated $1.7 million of additional interest income while the interest expense on interest-bearing liabilities actually
declined by $50,000 due to changes in the mix of the interest-bearing liabilities. Net interest income increased $1.7
million due to changes in volumes.

The average rate earned on earning assets declined 43 percentage points which caused interest income to decline
$3.8 million in 2001. The average rate paid on interest bearing liabilities declined 67 percentage points which
caused interest expense to decline $4.7 million. Since interest expense declined by more than interest income, net
interest income increased by $815,000 due to changes in interest rates. ’

Table 2 presents the adjustment required to convert net interest income to net interest income on a fully taxable
equivalent basis for the years ended December 31, 2002, 2001 and 2000.

Table 2 - Net Interest Income

In thousands 2002 2001 2000

Total interest income $57,142 $62,274 $64,234
Total interest expense 23,283 32,366 37,073
Net interest income 33,859 29,908 27,161
Tax equivalent adjustment 1,945 2,727 2,931
Net interest income (fully taxable equivalent) $35,804 $32,635 $30,092

The amount of non-taxatle interest earned determines the size of tax equivalent adjustment necessary to convert net
interest income into fully taxable equivalent net interest income. The primary source of non-taxable interest income
for PennRock has traditionally been from interest earned on municipal bonds that the Bank held in its available for
sale portfolio. Since the municipal bonds that the Bank normally purchases have maturity dates of 20 years and
longer, these bonds tend to lengthen the average life of the portfolio. As market interest rates fell in 2001 and 2002,
we restructured the portfolio over the two-year period to shorten the average life of the portfolio. As a result, we
replaced longer-term municipal bonds with primarily shorter-term taxable securities. The average balance of
municipal bonds owned by the Bank fell from $98.0 million in 2000 to $71.7 million in 2001 and to $35.0 million in
2002. With a smaller investment in municipal bonds, the interest earned (on a taxable equivalent basis) from
municipal bonds declined each year as well, falling from $8.7 million in 2000 to $5.7 million in 2001 and to $2.8
million in 2002. To help offset the decline in the tax-free interest earned from the municipal bond portfolio, we
purchased adjustable rate and short-term callable Fannie Mae and Federal Home Loan Mortgage Corporation
(“FHLMC?”) preferred stock. The dividends earned on Fannie Mae and FHLMC preferred stock are 70% tax-free,
which helped replace some, but not all, of the tax-free income lost from the municipal bond portfolio. The Bank's
investment in preferred stock increased from $6.2 million in 2000 to $39.1 million in 2001 and to $50.8 million in
2002. The dividends earned {(on a taxable equivalent basis) from the preferred stock portfolio increased from
$451,000 in 2000 to $3.1 million in 2001 and to $4.1 million in 2002. As a result of this restructuring and the
resulting decline in tax-free income earned over the three-year period, the tax equivalent adjustment as shown in
Table 2 declined from $2.9 million in 2000 to $2.7 million in 2001 and to $1.9 million in 2002.

Changes in interest rates as well as changes in average balances (or volumes) of earning assets and paying liabilities
have an impact on the amount of net interest income earned and the net interest margins realized by PennRock from
year-to-year. By isolating the effect that changes in rates have on net interest income from the effect of changes in
volume, we can analyze the degree that each influences the change in net interest income and net interest margins.
Table 3 analyzes the changes in the volume and rate components of net interest income.
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Table 3 - Voiume and Rate Analysis of Changes in interest Income
(Taxable equivalent basis)

In thousands Year Ended December 31,
2002 over 2001 2001 over 2000
Change due to Total Change due to Total
Volume Rate Change Volume Rate Change
Interest earned on:
Short-term investments ¢ 1500 (¢ 129 8 274) $ 102 (& 207) ($ 105)
Mortgages held for sale 34 2 36 204 (19) 185
Securities 1,285 (5,893) (4,608) (1,681) (2,344) (4,025)
Loans 4,757 (5,825) (1,068) 3,053 (1,272) 1,781
Total interest income 5,926 (11,840) (5,914) 1,678 (3,842) (2,164)
Interest paid on:
Interest bearing demand deposits 1,914 (2,835) {921) 368 (993) (625)
Savings deposits 277 (350) (73) 4] (72) (31)
Time deposits (2,044) (5,817) (7,861) (673) (2,340) (3,013)
Short-term borrowings 535 (1,043) (508) (1,574) (1,013) (2,587)
Long-term debt 575 295) 280 1,788 (239) 1,549
Total interest expense 1,257 {10,340) (9,083) (50) (4,657) (4,707)
Net interest income $4,669 ($ 1,500) $ 3,169 $1,728 $ 815 $2,543

Another method of analyzing the change in net interest income is to examine the changes between interest rate
spread and the net interest margin on earning assets. The interest rate spread as shown in Table 4 is the difference
between the average rate earned on earning assets and the average rate paid on interest bearing liabilities. The net
interest margin takes into account the benefit derived from assets funded by interest free sources such as non-interest
bearing demand deposits and capital,

Table 4 - Interest Rate Spread and Net interest Margin on Earning Assets
(Taxable equivalent basis)

In thousands

2002 2001 2000

Average Average Average

Balances Rate Balances Rate Balances Rate
Earning assets $898,669 6.57% $827,178 7.86% $810,651 8.29%
Interest bearing liabilities $779,216 _Eﬂ‘_’/l $716,615 __4% $714,097 __5_1_%
Interest rate spread 3.58% 3.34% 3.10%
Interest free sources used

to fund earning assets 119,453 0.40% 110,563 0.61% 96,554 0.61%

Total sources of funds $898,669 $827,178 $810,651
Net interest margin 3.98% 3.95% 3.71%

The interest rate spread increased 24 percentage points while the net interest margin increased 3 percentage points in
2002. The yield on earning assets declined 129 percentage points. The yield on securities available for sale
declined 186 basis points while loan yields declined 102 percentage points. Although the prime rate was only cut
once in 2002, by 50 percentage points, the yields on earning assets declined by more than prime due to maturities,
repayments and refinancing of higher yielding securities and loans being reinvested at substantially lower rates. The
rate paid on interest bearing deposits declined 174 basis points not only due to lower deposit rates but also because
of a shift of balances from higher cost time deposits to lower cost interest bearing demand and savings deposits. The
average balance of time deposits dropped $39.8 million and the average balance of interest bearing demand and
savings balances increased $77.4 million. The average cost of borrowed funds declined 90 percentage points in
2002. The average rate paid on total interest bearing liabilities declined 153 percentage points.
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Both the interest rate spread and the net interest margin grew by 24 percentage points in 2001. The yield on earning
assets declined by 43 percentage points but this was more than offset by a 67 percentage point decrease in the cost of
funds. The prime rate was cut in half during 2001, from 9.5% to 4.75% by the end of the year as the Federal
Reserve lowered rates on 11 different occasions. The decline in market rates had a greater impact on the yield of
securities available for sale which declined 78 percentage points, while loan yields dropped only 25 percentage
points, benefiting from an increase in loan fees of $823,000 over loan fees earned in 2000. Interest bearing deposit
costs decreased 65 percentage points as both interest bearing demand deposit and time deposit rates dropped by 66
percentage points during the year. Short-term borrowings costs decreased 266 percentage points and the rates paid
on long-term debt dropped 20 percentage points in 2001.

Provision for Loan Losses

The amount of provision for loan losses that was charged against earnings was $1.8 million in 2002 compared with
$1.5 million in 2001 and $3.1 million in 2000. The amount of the provision is based; among other factors, on the
amount of realized net credit losses. Net credit losses totaled $1.9 million in 2002, $259,000 in 2001 and $2.6
million in 2000. We review the adequacy of the allowance in light of past loan loss experience, current economic
conditions, size and characteristics of the loan portfolio, volume of non-performing and delinquent loans and other
relevant information.

The ratio of net charge-offs to average loans decreased from 0.54% in 2000 to 0.05% in 2001 and increased to
0.34% in 2002. Net charge-offs in 2002 totaled 27.38% of the allowance for loan losses compared with 3.57% in
2001 and 43.81% in 2000. Non-performing loans (loans on which we have stopped accruing interest and loans 90
days or more past due which we continue to accrue interest) increased from $1.2 million at the end of 2001 to $2.5
million at the end of 2002. Non-performing loans represented 0.41% of total loans as of December 31, 2002 and
0.21% at the end of 2001.

Non-interest Income

PennRock generates non-interest income in connection with fees charged on deposits and other products, investment
and trust services, retirement plan administration fees, sales of securities through the implementation of
management's asset/liability policy, increases in the cash surrender value of bank-owned life insurance, sale and

servicing of mortgage loans, and merchant, ATM and debit card fees.

Table 5 - Non-Interest Income

Table 5 indicates changes in the major categories of non-interest income for the three years ended December 31,
2002, 2001 and 2000.

In thousands 20062/2001 20601/2000
Increase Increase
(Decrease) (Decrease)
2002 Amount % 2001 Amount % 2000

Service charges on deposit

accounts $2,851 $ 307 12.1% $2,544 $ 806 46.4% $1,738
Other service charges and fees 308 22 7.7% 286 4 1.4% 282
Fiduciary activities 1,522 30 2.0% 1,492 90 6.4% 1,402
Investment management and

benefit plan administration 2,572 582 29.2% 1,990 1,990
Net realized gains on sales of

available for sale securities 369 (1,168) (76.0%) 1,537 (10)  (0.6%) 1,547
Mortgage banking 513 13 2.6% 500 191 61.8% 309
Increase in cash surrender value

of bank owned life insurance 1,243 228 22.5% 1,015 233 29.8% 821
Other 1,766 100 6.0% 1,666 411 32.7% 1,216
Total $11,144 $ 114 1.0% $11,030 $3,715 50.8% $7,313
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Total non-interest income increased $114,000 or 1.0% in 2002 and by $3.7 million or 50.8% in 2001. Excluding net
security gains, non-interest income increased $1.3 million or 13.5% in 2002 compared with a $3.7 million or 64.6%
increase in 2001.

Service charges on deposit accounts increased $307,000 in 2002 compared with an increase of $806,000 in 2001,
The increase in fees reflects not only the growth of the number of deposit accounts but also the introduction of
several new deposit products and services during both 2001 and 2002.

Net security gains of $369,000 million in 2002 consist of a $1.6 million gain on debt securities and a $1.3 million
-loss on equity securities. Net security gains in 2001 and 2000 totaled $1.5 in both years. In 2001, the gain consisted
of a $1.3 million gain from debt securities and a $223,000 gain from equity securities. In 2000 the gain consisted of
a $695,000 gain from debt securities and an $852,000 gain from equity securities. Securities gains and losses in all
three years were attributable to sales of PennRock’s equity portfolio and to the sale of other securities for the
purpose of adding liquidity, to control interest rate risk and reflect the Bank’s active management of the available for
sale security portfolio. We continuously monitor PennRock’s interest rate sensitivity position and periodically
restructure the security portfolio as conditions warrant such as expected changes in liquidity or projected movements
in future interest rates. PennRock and the Bank both maintain and actively manage a portfolio of equity securities.

Fiduciary fees increased $30,000 or 2.0% in 2002 and by $90,000 or 6.4% in 2001. The market value of assets
under trust management were $293 million at the end of 2002, an increase of $14 million or 5.0 % over assets of .
$279 million at the end of 2001.

Investment management and benefit plan administration income earned in 2002 and 2001 represents fees earned by
National since its acquisition by PennRock on March 19, 2001 and by PCS since its acquisition by PennRock on
October 31, 2002. National had $111 million in assets under management at the end of 2002.

In May 1999, the Bank purchased $15 million of Bank Owned Life Insurance (“BOLI”). In August 2001, the Bank
purchased an additional $8 million of BOLI. The Bank’s tota! investment in BOLI as of December 31, 2002 was
$26.5 million and $25.2 million as of December 31, 2001. The income from BOLI represents the increase in the
cash surrender value of BOLI and is intended to partially offset the costs of the Bank’s employee benefit plans
including group life, disability and health insurance. Income from BOLI totaled $1.2 million in 2002, $1.0 million
in 2001 and $821,000 in 2000.

All other non-interest income increased $135,000 or 5.5% in 2002 and by $645,000 or 35.7% in 2001.
Non-lnterest Expense

Table 6 provides a comparison for each category of non-interest expenses for the years ending December 31, 2002,
2001 and 2000.

Table 6 - Non-interest Expense

In thousands 2002/2001 2001/2000
Increase Increase
(Decrease) (Decrease) .
_ 2002 Amount % 2001 Amount % 2000

Salaries and employee benefits ~ $16,147 $ 929 6.1% $15,218 $3,138 26.0% $12,080
Cccupancy, net 1,804 234 14.9% 1,570 181 13.0% - - 1,389
Equipment, depreciation and

service 1,389 30 2.2% 1,359 107 8.5% 1,252
Advertising and marketing 998 43 4.5% 955 261 37.6% 694
Computer program amortization

and maintenance 1,064 (12) (1.1%) 1,076 272 33.8% 804
Gther 6,045 941 18.4% 5,104 1,043 25.7% 4,061
Total $27,447 $2,165 8.6% $25,282 $5,002 24.7% $20,280

Total non-interest expense for 2002 increased $2.2 million or 8.6%. Salaries and employee benefits increased
$929,000 or 6.1% in 2002. The number of full-time equivalent employees increased by 14, from 321 in 2001 to 335
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by year-end 2002. Of this increase, 12 full-time equivalent employees came with the acquisition of PCS on October
31,2002. Other non-interest expenses increased $941,000 or 18.4% in 2002. Included in this category are legal,
consulting and other professional fees, supplies, liability insurance, fees for outsourced services and shares tax
expense.

Total non-interest expense for 2001 increased $5.0 million or 24.7%. Most of the increase is attributable to
increases in salaries and employee benefits which grew $3.1 million or 26.0%. Total full-time equivalent employees
increased from 276 at year-end 2000 to 321 at the end of 2001. The Bank opened fwo new community offices in
2001 and the acquisition ¢f National added another 24 full-time equivalent employees. Expenses related to
occupancy, real estate depreciation and building maintenance increased $181,000 or 13.0% in 2001. Expenses

relating to equipment, depreciation and service increased by $107,000. Other non-interest expenses increased $1.0
million or 25.7% in 2001.

The ratio of average assets (in millions) per employee was $3.17 in 2000, $2.80 in 2001 and $2.94 in 2002. The
average salary and benefit expense per employee was $44,000 in 2000, $47,000 in 2001 and $48,000 in 2002. The
efficiency ratio was 55.90% in 2000, 59.28% in 2001 and 58.10% in 2002,

Provision for Income Taxes

Income tax expense totaled $2.6 million in 2002, $2.0 million in 2001 and $1.6 million in 2000. The statutory
federal tax rate was 35% in 2002 and 34% in 2001 and 2000. PennRock’s effective tax rate was 16.3% in 2002
compared to 14.5% in 2001 and 14.2% in 2000. The primary reason for the change in the effective tax rate is due to
the change in tax-exempt income and to the amount of tax credits available from low-income housing and
rehabilitation projects in which the Bank becomes involved. For a more comprehensive analysis of income tax
expense, refer to Note 11: Income Taxes in the Notes to Consolidated Financial Statements.

PennRock accounts for income taxes under the liability method as specified by Statement of Financial Accounting
Standards No. 109 (“SFAS No. 109”), “Accounting for Income Taxes.” Under the liability method, a deferred tax
asset or liability is determined based on the enacted tax rates which will be in effect when the differences between
the financial statement carrying amounts and tax basis of existing assets and liabilities are expected to be reported in
PennRock’s income tax returns. The deferred tax provision for the year is equal to the net change in the deferred tax
asset and liability accounts from the beginning to the end of the year. The effect on deferred taxes of a change in tax
rates is recognized in income in the period that includes the enactment date. The principal types of accounts that
result in differences between assets and liabilities for financial statement and tax return purposes are the allowance
for loan losses, accumulated depreciation of fixed assets and the value of securities available for sale.
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Financial Condition

Sources and Uses of Funds

Table 7 examines PennRock’s financial condition in terms of its sources and uses of funds. Average funding uses
increased $71.4 million or 8.6% in 2002 compared with an increase of $16.5 million or 2.0% in 2001.

Table 7 - Sources and Uses of Funds

In thousands 2002 2001 2000
Average Increase (Decrease) Average Increase (Decrease) Average
Balance Amount % Balance Amount % Balance
Funding uses:
Short-term
investments $ 5375 (% 3,603) (40.1%) $ 8978 % 1,571 21.2% $ 7,407
Mortgages held for
sale 2,720 373 15.9% 2,347 2,073 756.6% 274
Securities available
for sale 317,785 18,757 6.3% 299,028 (22,019) (6.9%) 321,047
Loans 572,789 55,964 10.8% 516,825 34,902 7.2% 481,923
Total uses $898,6069  $71,491 8.6% $827,178 $16,527 2.0% $810,651

Funding sources:
Interest-bearing

demand deposits $211,869 $62,428 41.8% $149,441 § 9,871 7.1% $139,570
Savings deposits 72,542 14,994 26.1% 57,548 2,091 3.8% 55,457
Time deposits 317,432 (39,758) (11.1%) 357,190 (11,613) (3.1%) 368,803
Short-term

borrowings 53,710 15,616 41.0% 38,094 (25,881) (40.5%) 63,975
Long-term debt 123,663 9,321 8.2% 114,342 28,050 32.5% 86,292
Non-interest bearing

funds, net 119,453 8,390 8.0% 110,563 14,009 14.5% 96,554
Total sources $898,669 §71,491 8.6% $827,178 $16,527 2.0% $810,651

Securities Available for Sale

Table 8 indicates the composition and maturity of the securities available for sale (*“AFS”) portfolio as of December
31, 2002. Included in the portfolio are callable agencies, state and municipal securities, mortgage-backed securities
(including adjustable rate mortgage-backed securities) and CMOs that may be called, prepaid or reprice before final
maturity. For mortgage-backed securities, maturity is based on average lives rather than contractual maturity. The
weighted average duration of the portfolio declined from 3.6 years at the end of 2001 to 2.1 years at the end of 2002.
Duration is the weighted-average present value of future cash flows from a financial instrument. Investment
managers use it as an indication of the potential price volatility of a financial instrument for a change in market
interest rates. The higher the duration, the more the market value of a portfolio would be expected to fluctuate as
interest rates change.
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Table 8 - Analysis of Securities Available for Sale

In thousands Taxable
Within 1-5 6-10 Over 10 Equivalent
One Year  Years Years Years Equities Total Yield
U.S. Treasury and agency $ $ 3,993 $ $ 3025 3 $ 7,018 5.15%
States and political subdivisions 658 16,155 16,813 7.35%
Mortgage backed securities 7,435 73,696 81,131 5.55%
Collateralized mortgage
obligations 52,824 6,046 58,870 5.73%
Corporate obligations 75,341 75,341 3.05%
Equity securities 70,458 70,758 4.20%

Total (amortized cost) $60,259  $83,735 $658 394,521  $70,758 $309,931 4.76%

Total fair value $60,626  $85,046 $661  $87,237 $71,244 $304,814
Taxable equivalent yield 5.88% 537% 5.78% 3.58% 4.20% 4.76%

Percent of portfolio 19.44% 27.02% 0.21% 30.49% 22.83%

Average maturity 3.54 years

Measured on an amortized cost basis, securities decreased $1.2 million or 0.4% in 2002 and decreased $16.3 million
or 5.2% during 2001. As of December 31, 2002, securities available for sale at fair value totaled $304.8 million
compared with $303.3 million at the end of 2001. During 2002, PennRock sold $119.8 million and purchased
$231.1 million in available for sale securities. During 2001, PennRock sold $200.3 million in securities and
purchased $269.0 million. In addition, $112.0 million in 2002 and $87.6 million in 2001 was received from
securities that matured or were called and from principal repayments of mortgage-backed securities.

As of December 31, 2002, the AFS portfolio had a net unrealized loss of $5.1 million consisting of gross unrealized
gains of $4.4 million and gross unrealized losses of $9.5 million. Substantially ail of the gross losses were
atiributable to floating-rate corporate notes held in the Bank’s AFS portfolio and in equities held in PennRock’s AFS
portfolio. The valuation of the corporate notes and the equities have been depressed by the decline in the financial
markets over the past two years. As of December 31, 2001, the AFS portfolio had a net unrealized loss of $7.8
million consisting of gross unrealized gains of $2.1 million and gross unrealized losses of $9.9 million. All declines
in market value in the two AFS portfolios have been determined to be temporary in nature.

As of December 31, 2002, PennRock had $141.7 million invested in mortgage-backed pass-through securities and
CMOs compared with $124.9 million as of December 31, 2001. A mortgage-backed pass-through security depends
on an underlying pool of mortgage loans to provide a cash flow pass-through of principal and interest. PennRock
had $82.6 million in mortgage-backed pass-through securities as of December 31, 2002 of which $93,000 was
adjustable rate and $82.5 million were fixed rate securities. A CMO is a mortgage-backed security that is comprised
of classes of bonds created by prioritizing the cash flows from the underlying mortgage pool in order to meet
different objectives of investors. PennRock had $59.1 million in CMO securities at the end of 2002 all of which
were fixed rate. None of the CMOs in the portfolio was considered “high risk” as defined by banking regulations.
We increased the investment in mortgage-backed securities to provide a dependable source of principal and interest
cash flow from the monthly amortization of these securities that could be reinvested at higher rates should market
rates increase.

The decline in the duration of the portfolio indicates our continuing efforts to structure the portfolio for a higher
interest rate environment. The shorter duration should make the market value of the portfolio less volatile and
thereby limit the expected market value depreciation in a higher rate environment,

During 2002 and 2001, there were no investments in securities of any single, non-federal issues in excess of 10% of
stockholders’ equity.
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Loans
Table 9 presents loans outstanding, by type of loan, for the five years ended December 31, 2002.
Table ¢ - Loans Qutstanding, Met of Unearned Income

In thousands December 31,
2002 2001 2000 1999 1998

Commercial, financial and agricultural:
Commercial, secured by real estate $327,592 $276,667 $223,722 $200,633 £168,074

Agricultural 6,838 6,368 6,589 7,408 8,999
Other 83,801 77,849 80,497 62,964 58,553
Real estate — construction 32,140 46,558 22,745 26,669 17,474
Real estate — mortgage 141,983 137,929 151,709 146,500 136,969
Consumer loans 10,486 12,998 15,878 17,005 17,861
Total loans $602,840 $558,369 $501,140 $461,179 $407,930

Loans increased in 2002 by $44.5 million or 8.0%, compared with a $57.2 million or 11.4% increase during 2001.
The fastest growing category in loan portfolio for the past several years has been commercial real estate loans which
have nearly doubled in the past five years. In 2002, commercial real estate loans grew $50.9 million or 18.4% and
in 2001 they grew $52.9 million or 23.6%. Consumer loans, on the other hand, have declined in each of the past
five years. PennRock originated $71.0 million and sold $66.4 million in conforming residential mortgage loans in
2002 and originated $60.0 million and sold $57.8 million in 2001. We retained the servicing on all loans sold. The
Bank’s mortgage servicing portfolio grew from $182.7 million at the end of 2001 to $201.7 million at the end of
2002.

As of December 31, 2002, PennRock did not have any loan concentrations exceeding 10% of total loans to any
particular economic group or industry. The loan portfolio is well diversified as to industry and companies within
each industry which helps minimize risk. Loan quality is maintained through diversification of risk, strict credit
control practices and continued monitoring of the loan portfolio. As of December 31, 2002, PennRock did not have
any loans outstanding to any foreign entity or government.

Table 10 - Loan Maturities and Interest Sensitivity "

In thousands December 31, 2002
One year Cne through Over
or less Five years Five years Total

Commercial, financial and agricultural $18,918 $72,461 $326,852 $418,231
Real estate — construction 32,140 32,140
Total $51,058 $72,461 $326,852 $450,371
Loans with predetermined interest rate $14,128 $43,460 $ 29,901 $ 87,489
Loans with variable interest rate 36,930 29,001 296,951 362,882
Total $51,058 $72,461 $326,852 $450,371

(Y Excludes residential mortgages and consumer loans.
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Non-Performing Assets
Table 11 shows PennRock’s non-performing loans for the five years ended December 31, 2002.
Table 11 ~ Non-performing Assets

In thousands December 31,
2002 2001 2000 1999 1998
Non-accrual loans $1,203 $ 692 $3,675 $1,114 $ 143
Loans accruing but 90 days past due as to
principal or interest 1,276 476 569 853 1,196

Total non-performing loans 2,479 1,168 4,244 1,967 1,339
Other real estate owned 188 208 188 162

Total non-performing assets $2,667 $1,376 $4,432 $2,129 $1,339

Ratios:
Non-performing loans to total loans 0.41% 0.21% 0.85% 0.43% 0.33%
Non-performing assets to total loans and
other real estate owned 0.44% 0.25% 0.88% 0.46% 0.33%
Allowance for loan losses to
non-performing loans 285.40% 621.75% 140.74% 280.33% 365.72%

A loan is generally classified as non-accrual when principal or interest has consistently been in default for a period
of 90 days or more or when full payment of principal and interest is not expected because of deterioration in the
financial condition of the borrower. When a loan is placed on non-accrual status, any unpaid interest is charged
against income. If a loan is past due 90 days or more but still accruing, the loan is generally well secured and in the
process of being collected or is expected to be restored to current status in the near future.

Non-performing loans decreased by $3.1 million or 72.5% from 2000 to 2001 but increased by $1.3 million or
112.2% in 2002. Although non-performing loans increased in 2002, the ratio of non-performing loans to total loans
at 0.41% is consistent with the Bank’s historical experience and approximately half the average ratio of non-
performing loans to total loans experienced by the Bank’s peer group (consisting of 361 U.S. banks with a similar
asset size) as shown in the most recently available FDIC Uniform Bank Performance Report (“UBPR”).

As of December 31, 2002, real estate acquired in foreclosure known as “other real estate owned” (“OREOQO”) totaled
$188,000 and was included in other assets on the Consolidated Balance Sheets. As of December 31, 2001, OREO
totaled $208,000. During 2002, sales of OREQ property totaled $479,000 and $367,000 in 2001. Valuation
reserves are established for OREO properties whenever estimated current realizable values fall below the original
fair value recorded.

Allowance for Loan Losses

The allowance for loan losses (Table 12) is established and maintained at a level that we believe is adequate to
absorb estimated losses in the Bank’s loan portfolio based upon a periodic evaluation of current information of the
risks inherent in the portfolio and is monitored with continuous internal as well as semiannual independent loan
reviews. There are many elements that we evaluate to determine the adequacy of the allowance for loan losses.

The Bank has an internal rating system that assigns grades for all loans except residential mortgage loans, consumer
loans and commercial and commercial real estate loans under $100,000. Loans are initially assigned to one of seven
risk grades. The loan officer assigns the loan rating at the time the loan is made. These ratings may be changed
over time to reflect changes in the financial condition of the borrowing entity. If warranted, the risk rating may be
lowered to “eight” (substandard), “nine” {doubtful) or “ten” (Joss). Loans rated “ten” are charged-off. All loans
rated seven through nine, which are considered “watch loans,” are assigned either a specific allowance allocation or
a general allowance allocation percentage. The specific allowance allocation is based on an analysis of each loan for
which a specific allowance allocation is assigned. General allowance allocation percentages assigned to watch loans
are based upon a three-year average historical loss experience for that particular risk rating. General allowance
allocation percentages are also assigned to commercial and commercial mortgage loans not on the watch loan list,
for consumer loans, residential mortgage loans, letters of credit and loan commitments. The general allowance
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allocation percentage assigned to categories of non-watch loans are based on the three-year average historical loss
experience for each category of loan, letter of credit or commitment. The sum of all allowance amounts determined
by this methodology is utilized as the primary indicator of the appropriate level of the allowance for loan losses.

We may increase the allowance for loan losses to an amount higher than that computed above in response to factors
and conditions that may not be fully reflected in the determination of the allowance allocation percentages. These
factors and conditions may not be adequately captured in the historical loss component and is an assessment of
information delay and its impact on the timeliness of the risk rating process. These factors and conditions include:
i. general economic and business conditions affecting our key lending areas;
ii.  credit quality trends (including trends in non-performing loans expected to result from existing economic

conditions);
ili.  trends that could affect collateral values;
iv.  loan volumes and concentrations;
v.  seasoning of the loan portfolio;
vi.  specific industry conditions affecting portfolio segments;
vil. duration of the current business cycle;

viii. bank regulatory examination results; and
ix.  the results of our internal loan review process.

In addition to the internal grading system analysis, we compare the Bank’s allowance for loan losses (as a
percentage of total loans) to the peer group average percentage as shown in the most recently available UBPR.

When we assign loan ratings to individual loans, we consider the risk elements attributable to particular loan types
or categones These risk elements may include:

i.  for non-farm and non-residential loans, multifamily residential loans and agricultural real estate loans, the
debt service coverage ratio (income from the property in excess of operating expenses compared to loan
payment requirements);

ii. for construction and land development loans, the perceived feasibility of the project including the ability to
sell developed lots or improvements constructed for resale or ability to lease property constructed for lease,
experience and ability of the developer and loan-to-value ratios;

iii. for commercial and commercial real estate loans, the operating results of the commercial, industrial or
professional enterprise, the specific risks and volatility of income and operating results typical for similar
businesses and the value, nature and marketability of collateral;

iv. for non-real estate agricultural loans, the operating results, experience and ability of the borrower, historical
and expected market conditions and the value, nature and marketability of the collateral.

In addition, for each category, we consider secondary sources of income and the financial strength of the borrower
and any guarantors.

The Board of Directors reviews the allowance on a quarterly basis to determine whether the amount of monthly
provision is adequate or whether additional provisions should be made to the allowance. The internally classified
watch list, along with the list of non-accrual and non-performing loans, helps the Board and management assess the
overall quality of the loan portfolio and the adequacy of the allowance. Loans classified as an “eight” (substandard)
are loans with clear and defined weaknesses such as highly leveraged positions, unfavorable financial ratios,
uncertain repayment sources or poor financial condition which may jeopardize recoverability of the loan. Loans
classified as a “nine” (doubtful) are those loans that have characteristics similar to substandard loans, but also have
an increased risk that a loss may occur or at least a portion of the loan may require a charge-off if liquidated. Both
“eight” and “nine” rated loans categories may include loans that are past due at least 90 days, are on non-accrual
status or have been restructured. As of December 31, 2002, there were no loans rated “nine” or “ten.” The total
allowance amount is available to absorb losses across the Bank’s entire portfolio.
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The following table shows the changes in the allowance for loan losses for the five years ended December 31, 2002.

Table 12 - Allowance for Loan Losses

In thousands Year Ended December 31,
2002 2001 2000 1999
Balance, beginning of year $7,262 $5,973 $5,514 $4,897
Provision charged to expense 1,750 1,548 3,076 1,026
Loans charged off:
Commercial, financial and agricultural 2,104 393 1,258 216
Consumer 93 195 1,582 277
Total loans charged off 2,197 588 2,840 493
Recoveries:
Commercial, financial and agricultural 215 290 106 21 51
Consumer 45 39 117 63 53
Total recoveries 260 329 223 84 104
Net charge-offs 1,937 259 2,617 409 5375
Balance, end of year $7,075 $7,262 $5,973 $5,514 $4,897
Total loans
Average $576,305 $518,202 $485,999 $430,015 $395,460
Year-end 602,840 558,369 501,140 461,179 407,930
Ratios:
Net charge-offs to:
Average loans 0.34% 0.05% 0.54% 0.10% 0.15%
Total loans 0.32% 0.05% 0.52% 0.09% 0.14%
Allowance for loan losses 27.38% 3.57% 43.81% 7.42% 11.74%
Provision for loan losses 110.69% 16.73% 85.08% 39.86% 46.94%
Allowance for loan losses to:
Average loans 1.23% 1.40% 1.23% 1.28% 1.24%
Loans as of year-end 1.17% 1.30% 1.19% 1.20% 1.20%

The allowance for loan losses totaled $7.1 million as of December 31, 2002, a decrease of 2.6% from 2001. The
allowance for loan losses as a percentage of year-end loans was 1.17% as of December 31, 2002 and 1.30% as of
December 31, 2001. Net charge-offs exceeded the provision by $187,000 in 2002. However, the provision exceeds
the net charge-off average of $1.2 million over the past five years. The provision for loan losses exceeded net
charge-offs by $1.3 million in 2001 and by $459,000 in 2000. The allowance for loan losses as a percentage of non-
performing loans was 285.4% at year-end 2002, 621.8% at year-end 2001 and 140.7% at year-end 2000.

Total loans charged-off increased from $588,000 in 2001 to $2.2 million in 2002. Loans charged-off in 2000 totaled
$2.8 million. Recoveries of loans previously charged-off increased from $223,000 in 2000 to $329,000 in 2001 and
decreased to $260,000 in 2002. The ratio of net charge-offs to average loans was 0.34% in 2002, 0.05% in 2001 and
0.54% in 2000.

Based on our analysis of the loan portfolio as well as other factors and conditions, we believe the current allowance

is adequate. However, changing economic and other conditions may require future adjustments to the allowance for
loan losses.
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Table 13 presents the allocation of the allowance for loan losses by major loan category for the five years ended
December 31, 2002. The specific allocations in any particular category may prove to be excessive or inadequate to
absorb actual future charge-offs so balances may be reallocated in the future to reflect changing conditions.
Accordingly, the entire allowance is considered available to absorb losses in any category.

Table 13 - Allocation of Allowance for Loan Losses

In thousands December 31,
2002 2001 2000 1999 1998
% of % of % of % of % of
Amount Loans Amount Loans Amount Loans Amount Loans Amount Loans
Commercial, financial
and agricultural $5,693 69.4% $6,216 64.6% $4232 61.7% $4,181 58.7% $3,523 57.7%
Real estate —

construction 578 5.3% 8.4% 4.6% 5.8% 4.3%
Real estate — mortgage 111 23.6% 71 24.7% 185 30.5% 225 31.8% 235 33.6%
Consumer 693 1.7% 975 2.3% 484 3.2% 440 3.7% 407 4.4%
Unallocated 1,072 668 732
Total $7,075 100.0% $7,262 100.0% $5,973 100.0% $5,514 100.0%  $4,897 100.0%

The identification of impaired loans is conducted in conjunction with the review of the adequacy of the allowance
for loan losses. Loss allowances are established for specifically identified impaired loans based on the fair value of
the underlying collateral in accordance with SFAS No. 114.

Impairment losses are included in the allowance for loan losses through a change to the provision for loan losses.
Adjustments to impairment losses resulting from changes in the fair value of an impaired loan’s collateral are
included in the provision for loan losses. Upon disposition of an impaired loan, any related valuation allowance is
removed from the allowance for loan losses.

The following table presents the status of impaired loans.

In thousands

2002 2001
Impaired loans with a reserve 51,100 $308
Impaired loans with no reserve 112 397
Total impaired loans $1,212 $705
Reserve for impaired loans" $343 $80
Average balance of impaired loans during the year §959 $2,300

(UThe reserve for impaired loans is part of the overall allowance for loan losses.
Liquidity

The purpose of liquidity management is to ensure that there are sufficient cash flows available to meet a variety of
needs while minimizing the cost of funds and maximizing yields on liquid assets. These needs include financial
commitments such as satisfying the credit needs of our borrowers and withdrawals by our depositors, the ability to
capitalize on investment and business opportunities as they occur, and the funding of PennRock’s own operations.
Liquidity is measured by PennRock’s ability to convert assets to cash at a reasonable cost or a minimum loss. We
achieve these objectives through the implementation of our asset/liability policy. Maturities and sales of investment
securities (Table 8), loan payments and maturities (Table 10), and liquidating money market investments such as
federal funds sold all provide liquidity. In addition, PennRock is a member of the Federal Home Loan Bank of
Pittsburgh (the “FHLB”) which provides a reliable source of Jong and short-term funds. As of December 31, 2002,
PennRock had unused lines of credit with the FHLB of $208 million, unused federal funds line of credit of $12
million and unpledged securities available for sale of $247 million. However, PennRock’s primary source of
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liquidity lies in our ability to renew, replace and expand its base of core deposits (consisting of demand, NOW,
money market and cash management accounts, savings accounts and time deposits less than $100,000.)

Total deposits increased $79.6 million or 12.0% in 2002 compared with a decrease of $19.3 million or 2.8% in 2001.
Core deposits increased $73.4 million in 2002 compared with an increase of $1.9 million in 2001, Deposits grew in
every category in 2002. Total time deposits grew the most in 2002 increasing $30.7 million or 10.6%. On a
percentage basis, the fastest growing category was non-interest bearing deposits which grew $13.1 million or 12.0%.
Non-maturity deposits (all deposits other than time deposits) grew $48.9 million or 13.1% in 2002. The average rate
paid on interest bearing deposits in 2002 declined 174 percentage points from 4.26% in 2001 to 2.52%. The average
rate paid in 2001 declined 65 percentage points from 2000. Table 14 reflects the changes in the major classifications
of deposits by comparing the vear-end balances for the five years ended December 31, 2002. Table 15 reflects the
maturity of time deposits of $100,000 or more for the three years ended December 31, 2002.

Table 14 - Deposits by Major Classification

In thousands December 31,

2002 2001 2000 1999 1998
Non-interest bearing deposits $121,598 $108,529 $ 94,001 $ 87,524 $ 88,061
NOW accounts 44,429 40,936 37,390 38,418 39,931
Money market deposit accounts 176,967 160,590 98,130 117,603 80,048
Savings accounts 79,884 63,966 55,526 57,545 56,534
Time deposits under $100,000 278,323 253,757 340,868 283,309 248,252

Total core accounts 701,201 627,778 625,915 584,399 512,826
Time deposits of $100,000 or more 42,061 35,916 57,079 47,016 37,220

Total deposits $743,262 $663,694 $682,994 $631,415 $550,046

Table 15 - Maturity of Time Deposits of $100,000 or More

In thousands December 31,
2002 2001 2000 1999 1998

Three months or less $ 8,996 $10,182 $28,208 $19,228 $12,848
Over three months through six

months 11,780 5,660 11,416 9,786 14,151
Over six months through twelve

months 11,884 14,677 13,809 9,374 8,020
Over twelve months 9,401 5,397 3,646 8,628 2,201
Total $42,061 $35,916 $57,079 $47,016 $37,220

Deposit levels may be affected by a number of factors, including rates paid by competitors, general interest rate
levels, returns available to customers on alternative investments and general economic conditions. Loan repayments
are a relatively stable source of funds, but such loans generally are not readily convertible to cash and are subject to
risks associated with borrower’s ability to pay that may be impacted by national and local economic conditions.
Accordingly, PennRock may be required from time to time to rely on secondary sources of liquidity to meet loan
and withdrawal demands or otherwise fund operations. Such sources include FHLB advances, federal funds lines of
credit from correspondent banks and Federal Reserve Bank borrowings.
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The Bank may borrow funds from the FHLB of Pittsburgh and from other sources. The FHLB system acts as an
additional source of funding for financial institutions. In addition, the Bank uses federal funds lines and securities
sold under agreements to repurchase as funding sources. In order to utilize the services of the FHLB, the Bank is
required to own stock in the FHLB. The amount of stock held by the Bank varies with the total amount of advances
the Bank has outstanding at any point in time. As of December 31, 2002, the Bank held $8.6 million in stock of the
FHLB. The FHLB uses various factors to determine the amount of credit to extend to a financial institution. These
factors include: -

i.  total regulatory capital;

il net income;

ili.  the quality and composition of assets;

iv.  lending policies and practices;

\2 the level of current borrowings from all sources; and

vi.  the amount of qualifying collateral.

Securities sold under agreements to repurchase (“repurchase agreements”) are another source of borrowed funds.
Under this type of borrowing, securities are pledged against borrowed funds and are released when the funds are
repaid. The Bank uses this type of short-term borrowing alternative on an overnight basis. The repurchase
agreements with customers are part of a cash management account arrangement the Bank maintains with certain of
its larger corporate customers.

Short-term borrowings decreased from $76.8 million as of December 31, 2001 to $40.4 million as of December 31,
2002. Of the repurchase agreements outstanding at year-end 2002, $23.4 million were with bank customers while
$12.0 million were outstanding at the FHLB. The level of short-term borrowings depends on loan growth, deposit
growth, current market rates and other factors. The average cost of short-term borrowings decreased from 6.08% in
2000 to 3.42% in 2001 and to 1.48% in 2002. The average balance of short-term borrowings outstanding during the
year was $64.0 million in 2000, $38.1 million in 2001 and $53.7 million on 2002. Table 16 shows PennRock’s
short-term borrowings for the five years ended December 31, 2002.

Table 16 - Short-Term Borrowings

In thousands December 31,
2002 2001 2000 1999 1998
Securities sold under agreements to
repurchase:

FHLB $12,000 $45,000 $30,000 $40,000 $

Customers 23,363 26,752 21,567 8,107 7,192
Federal funds purchased 4,330 3,600 6,550
Advances from FHLB
U.S. Treasury tax and loan note 5,000 672 2,608 1,500 38
Total short-term borrowings $40,363 $76,754 $54,175 $53,207 $13,780

Long-Term Debt

In addition to short-term borrowings from the FHLB, the Bank has long-term fixed rate advances from the FHLB.
All of the long-term advances are convertible advances that permit the FHLB to convert the advance from a fixed-
rate to a variable-rate at its discretion on a specified call date following an initial “lock-out” period ranging from one
year to five years. Some of the long-term advances further restrict the FHLB’s ability to call the advance unless 3-
month LIBOR is at or above a specified rate. If the FHLB exercises its option to convert an advance, the Bank has
the option to repay the advance in full. During 2002 and 2001, the FHLB did not exercise its option to convert any
advances. These long-term advances are part of the same line of credit with the FHLB utilized by the Bank’s short-
term advances.

As of December 31, 2002, the Bank had $127.0 million of long-term fixed rate advances with maturities ranging
from 2003 to 2012. The average rate paid on these advances during 2002 was 5.93%. The average rate on these
advances at year-end 2002 was 5.61%. As of December 31, 2001, the Bank had $121.0 miilion of long-term fixed
rate advances with maturities ranging from 2002 to 2011. The average rate paid on these advances during 2002 was
6.17%. The average rate on these advances at year-end 2001 was 5.97%.
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Capital Resources

On June 25, 2002, the Board of Directors of PennRock authorized the repurchase of up to 400,000 shares of
common stock. Any repurchased shares will be held as treasury shares available for issuance in connection with
future stock dividends and stock splits, employee benefit plans, executive compensation plans, the Dividend
Reinvestment Plan and other appropriate corporate purposes. PennRock began open market repurchases of its
outstanding common stock in 1995. In 2002, PennRock purchased 117,891 shares for $3.1 million and reissued
90,648 shares. In 2001, PennRock purchased 34,676 shares for $588,000 and reissued 114,725 shares. PennRock
purchased 109,560 shares for $1.6 million and reissued 105,280 shares in 2000. There were 108,379 shares with a
cost of $2.9 million as of December 31, 2002 and 81,136 shares with a cost of $1.6 million as of December 31, 2001
held as treasury stock.

Total stockholders’ equity increased $8.6 million or 10.9% in 2002 compared with an increase of $5.8 million or
8.0% in 2001. In 2002, stockholders’ equity increased by net income of $13.2 million less dividends of $5.4
million. The change in net unrealized gains and losses on AFS securities increased equity by $1.8 million. In 2001,
stockholders’ equity increased by net income of $12.1 million less dividends of $4.8 million. The change in net
unrealized gains and losses on AFS securities decreased equity by $2.6 million. The ratio of average equity to
average assets was 8.47% in 2002, compared with 8.51% for 2001 and 7.30% in 2000. Internal capital generation is
calculated by multiplying return on average equity by the percentage of earnings retained. Internal capital
generation amounted to 9.44% in 2002, 9.53% in 2001 and 8.41% in 2000.

Regulatory risk based capital is segregated into two components, tier 1 capital and tier 2 capital. Tier 1 capital
includes stockholders’ equity reduced by certain intangibles and excludes net unrealized holding gains and losses on
AFS securities except for net unrealized losses on marketable equity securities are deducted from Tier | capital.
Tier 2 capital includes the allowance for loan losses (subject to limitations) and qualifying debt obligations.
Banking organizations must adjust their assets and off-balance sheet exposures by assigning risk-weighted
percentages, ranging for 0% to 100%, depending on regulatory defined credit risks. Off-balance-sheet assets must
be converted to credit equivalents before being risk weighted. These risk-weighted on and off-balance sheet
balances are then added to determine total risk weighted assets.

As of December 31, 2002, the most recent notification from the Federal Reserve Bank categorized PennRock as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized,
PennRock must maintain a minimum total risk-based capital ratio of 10%, a Tier 1 risk-based capital ratio of 6% and
a Tier 1 leverage ratio of 5%. As of December 31, 2002, PennRock’s total risk-based capital ratio was 11.57%, its
Tier 1 risk-based capital ratio was 10.61% and its Tier I leverage ratio was 7.92%. There are no conditions or
events since that notification that management believes have changed this category. The Bank also exceeded all
minimum ratios at the end of 2002. Table 17 shows PennRock’s and the Bank’s capital resources for the past three
years.
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Tabie 17 - Capital Resources

December 31,

20062 2001 2000
PennRock Financial Services Corp:
Leverage ratios:
Total capital to total average assets 8.64% 9.21% 8.86%
Tier 1 capital to total average assets 7.92% 8.40% 8.20%
Risk-based ratios:
Common stockholders’ equity to risk ‘
weighted assets 11.45% 11.10% 11.38%
Tier 1 capital to risk-weighted assets 16.61% 10.68% 11.52%
Total capital to risk-weighted assets 11.57% 11.71% 12.45%
Blue Ball National Bank:
Leverage ratios:
Total capital to total average assets 8.56% 8.85% 8.33%
Tier 1 capital to total average assets ©1.79% 7.99% 7.66%
Risk-based ratios:
Common stockholders’ equity to risk
weighted assets 10.11% 9.59% 10.62%
Tier 1 capital to risk-weighted assets 10.51% 10.13% 10.76%
Total capital to risk-weighted assets 11.55% 11.22% 11.70%

Interest Rate Risk

Information regarding interest rate risk may be found in Item 7A of this Annual Report under the caption
“Quantitative and Qualitative Disclosures about Market Risk.”

Recently Issued Accounting Standards

SFAS No. 142:

In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 142, “Goodwill and Other
Intangible Assets.” SFAS No. 142 addresses the recognition and measurement of goodwill and other intangible
assets subsequent to acquisition. Under this standard, goodwill is no longer amortized. Instead, it is tested for
impairment at least annually. PennRock adopted the provisions of SFAS No. 142 on January 1, 2002. The adoption
of SFAS No. 142 eliminates annual goodwill amortization of approximately $587,000 per year. We tested goodwill
for impairment as of June 30, 2002. Based on this test, we concluded that there was no impairment. Goodwill
totaled $9.8 million as of December 31, 2002 which includes reclassified goodwill of $308,000 that had previously
been classified as an unidentified intangible and excluded from the provisions of SFAS No. 142. With the adoption
of SFAS No. 147 (see the discussion on the adoption of SFAS No. 147 under this section), this unidentified
intangible was reclassified and will be accounted for and reported prospectively as goodwill under SFAS No. 142.
Goodwill totaled $7.8 million as of December 2001.
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The following table provides pro-forma information on net income and earnings per share had amortization of
goodwill not been expensed in the two years ended December 31, 2002 and 2001:

In thousands For the Years Ended
December 31,
2002 2001
Reported net income $13,226 $12,067
Add back goodwill amortization 358

Pro-forma net income $13,226 $12,425

Basic earnings per share:
Net income as reported $1.90 $1.74
Goodwill amortization 0.06

Pro-forma basic earning per share $1.90 $1.80

Diluted earnings per share:
Net income as reported $1.88 $1.73
Goodwill amortization 0.05

Pro-forma basic earning per share $1.88 $1.78

There was no goodwill amortized in 2000.

SFAS No. 144:

In August 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment of Long-Lived Assets” which
supercedes SFAS No. 121, “Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of” and the accounting and reporting provisions of APB No. 30, “Reporting the Results of Operation -
Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions,” for the disposal of a segment of a business. While SFAS No. 144 retains many
of the fundamental provisions of SFAS No. 121, it establishes a single accounting model for long-lived assets to be
disposed of by sale, and resolves certain implementation issues not previously addressed by SFAS No. 121.
Statement 144 is effective for fiscal years beginning after December 15, 2001, This Statement is not expected to
have a material impact on the PennRock’s consolidated financial statements.

SFAS No. 145:

In May 2002, the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44, and 64, Amendment of
FASB Statement No. 13, and Technical Corrections as of April 2002.” Under SFAS No. 4, all gains and losses from
extinguishment of debt were required to be aggregated and, if material, classified as an extraordinary item, net of
related income tax effect. This was an exception to Accounting Principles Board Opinion No. 30, “Reporting the
Results of Operations — Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual
and Infrequently Occurring Events and Transactions,” (“APB No. 30”) which defines extraordinary items as events
and transactions that are distinguished by their unusual nature and by the infrequency of their occurrence.

SFAS No. 145 eliminates Statement No. 4 and by doing so eliminates the exception to applying APB No. 30 to all
gains and losses related to extinguishments of debt (other than extinguishment of debt to satisfy sinking-fund
requirements). As a result, gains and losses from extinguishment of debt should be classified as extraordinary items
only if they meet the criteria in APB No. 30. Applying APB No. 30 will distinguish transactions that are part of an
entity's recurring operations from those that are unusual or infrequent in nature or that meet the criteria for
classification as an extraordinary item. The provisions of SFAS No. 145 related to the rescission of Statement No. 4
are to be applied in fiscal years beginning after May 15, 2002. On January 1, 2003, PennRock adopted the
provisions of SFAS No. 145 which will result in a reclassification of any extraordinary item related to early
extinguishment of debt, to non-interest income in the consolidated statement of operations.
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FASB Interpretation No. 45:

In November 2002, the FASB issued FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others”, an interpretation of FASB
Statements No. 5, 57, and 107 and rescission of FASB Interpretation No. 34, This interpretation elaborates on the
disclosures to be made by a guarantor in its interim and annual financial statements about its obligations under
certain guarantees that it has issued. It also clarifies that a guarantor is required to recognize, at the inception of a
guarantee, a liability for the fair value of the obligation undertaken in issuing the guarantee. This interpretation does
not prescribe a specific approach for subsequently measuring the guarantor’s recognized liability over the term of
the related guarantee. This interpretation also incorporates, without change, the guidance in FASB Interpretation
No. 34, “Disclosure of Indirect Guarantees of Indebtedness of Others,” which is being superseded.

The initial recognition and initial measurement provisions of this interpretation are applicable on a prospective basis
to guarantees issued or modified after December 31, 2002. Due to the prospective application of this interpretation,
the impact on PennRock’s financial statements has not been determined.

SFAS No. 147:

In October 2002, the FASB issued SFAS No. 147, “Acquisitions of Certain Financial Institutions.” SFAS No. 147
clarifies that a branch acquisition that meets the definition of a “business” is to be accounted for as a business
combination, Ifthe acquisition is-a business combination then the purchase accounting provisions of SFAS No. 141
“Business Combinations” apply. Prior to SFAS No. 147, the intangibles arising from a branch acquisition were
accounted for in accordance with SFAS No. 72, “Accounting for Certain Acquisitions of Bank and Thrift
Institutions.” Certain of these intangibles may have been identified as core deposit intangibles (“CDIs”). CDls are
amortized over the estimated average life of the deposit base acquired. CDIs will continue to be subject to the
provisions of SFAS No.72 and will continue to be amortized. Other intangibles may not have been identified or
may be in excess of the established CDI. These intangibles were designated unidentified intangibles. If the branch
acquisition was considered a business combination, the unamortized balance of these unidentified intangibles are to
be reclassified as goodwill and accounted for and reported prospectively under the provisions of SFAS No. 142.
Under SFAS No. 142, this “reclassified goodwill” will be evaluated for impairment but will no longer be amortized.
PennRock adopted the provisions of SFAS No. 147 during the fourth quarter of 2002.

Subsequent to the adoption of SFAS No. 147, $308,000 of an unidentified intangible from a prior branch acquisition
was reclassified as goodwill in accordance with SFAS No. 147, In addition, $75,000 of amortization of the
reclassified intangible previously expensed for the first three quarters of 2002 was reversed and taken back into
income.

SFAS No. 148:

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and
Disclosure — an Amendment of FASB Statement No. 123.” This statement amends SFAS No. 123, “Accounting for
Stock-Based Compensation,” to provide alternative methods of transition for a voluntary change from the intrinsic
value method to the fair value method of accounting for stock-based employee compensation. In addition, this
statement amends the disclosure requirements of SFAS No. 123 to require prominent disclosures in both annual and
interim financial statements about the method of accounting for stock-based employee compensation and the effect
of the method on reported results.
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Under SFAS No. 148, an entity electing to convert from the intrinsic value method of APB Opinion 25, “Accounting
for Stock Issued to Employees” can choose among three approaches:
Full prospective approach — SFAS No. 123 is applled to employee awards granted, modified or settled after
the beginning of the year in which SFAS No. 123 is first adopted. The prospective method was the only
method originally permitted by SFAS No. 123.
The modified prospective approach — Stock based employee compensation cost is recognized from the
beginning of the fiscal year in which SFAS No. 123 is first applied as if the fair value method had been
employed to account for awards granted, modified or settled in fiscal years beginning after December 15,
1994,
The retroactive restatement method — All periods presented are restated to reflect the fair value method for
employee awards granted, modified or settled in fiscal years beginning after December 15, 1994,
Restatement of periods before those that are presented is allowed but not required.

SFAS No. 148 requires the following disclosures to be presented in the “Summary of Significant Accounting
Policies” in the Notes to Consolidated Financial Statements:
i, The method used to account for stock-based employee compensation (the intrinsic value method or the fair
value method);
ii. ~ When an entity switches from the fair value method, a description of the approach for reporting the change;
iii. If unvested awards were outstanding and accounted for under the intrinsic value method for any period in
which an income statement is presented, the following information must be disclosed in tabular form:
a. Net income, basic and diluted earnings per share as reported;
b. The amount of stock-based employee compensation cost, net of tax effect, as reported;
¢. The amount of stock-based employee compensation cost, net of tax effect, that would have been
included in the determination of net income if the fair value method had been applied to all awards
granted, modified or settled in fiscal years beginning after December 15, 1994;
d. Pro-forma net income and basic and diluted earnings per share as if the fair value method had been
applied to all awards granted, modified or settled in fiscal years beginning after December 15,
1994,
iv.  For entities electing the retroactive restatement approach, both the amounts of the transition adjustment and
of the effects of restatement should be disclosed in the year in which SFAS No. 123 is first adopted.

SFAS No. 148 has also amended APB Opinion 28, “Interim Financial Reporting” to require that public companies
provide a tabular presentation similar to that called for in annual statements in condensed quarterly statements if, for
any period presented, the intrinsic value method is used. PennRock adopted the provisions of SFAS No. 148 in
December 2002 but will continue to account for stock-based employee compensation under the intrinsic value
method in accordance with APB 25. For further discussion on stock options and stock-based employee
compensation, see Note |: Summary of Significant Accounting Policies and Note 13: Stock Option Plan in the
Notes to Consolidated Financial Statements.

{TEM 7A, QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

PennRock’s financial performance is impacted by, among other factors, interest rate risk and credit risk. We
manage credit risk by relying on strict credit standards, loan review and adequate loan loss reserves. Interest rate
risk refers to PennRock’s degree of exposure to loss of earnings resulting from changes in market interest rates. As
a financial intermediary, PennRock invests in various types of interest-earning assets (primarily loans and securities)
that are funded largely by interest-bearing liabilities (primarily deposits and FHLB advances). Such financial
instruments have varying levels of sensitivity to changes in market interest rates. The disparity of sensitivity
between financial assets and liabilities creates interest rate risk for PennRock. The magnitude of this exposure
depends on the severity and timing of the market rate changes and on our ability to adjust the composition of the
balance sheet in reaction to those changes. PennRock’s Asset Liability Management Committee (“the ALCO”)
addresses this risk. The Bank’s senior management team comprises the ALCO. The ALCO monitors interest rate
risk by modeling the estimated net interest income and net income under various interest rate scenarios. The ALCO
attempts to manage the various components of PennRock’s balance sheet to minimize the impact of sudden and
sustained changes in interest rates on net interest income and net income, However, the ALCO may sometimes
structure the balance sheet to take advantage of expected interest rate movements.
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PennRock’s exposure to interest rate risk is reviewed on a monthly basis by the Board of Directors and the ALCO.
Interest rate risk exposure is measured using interest rate sensitivity analysis to determine PennRock’s change in net
interest income and net income in the event of hypothetical changes in interest rates. If the potential changes to net
interest income and net income resulting from hypothetical interest rate swings are not within the exposure limits
established by the Board, the Board may direct management to adjust its asset and liability mix to bring interest rate
risk within Board-approved limits.

PennRock’s net interest income, the most significant component of its net income, is impacted by changes in market
interest rates and yield curves, particularly if there are differences, or gaps, in the repricing frequencies of its
interest-earning assets and the interest-bearing liabilities which fund them. The ALCO monitors such interest rate
gaps and seeks to manage interest rate risk by adjusting the repricing frequencies of its interest-earning assets and
interest-bearing liabilities. If more assets than liabilities mature or reprice within a given time frame, PennRock is
asset sensitive. If more liabilities mature or reprice during the time frame, PennRock is liability sensitive. An asset
sensitive gap will generally benefit PennRock in a period of rising rates while a liability sensitive gap will generally
benefit PennRock during declining rates. Gap analysis has certain limitations. For example, although certain assets
and liabilities may have similar maturities or periods to repricing, they may react in different degrees to changes in
market interest rates. Some types of financial instruments are very sensitive to changes in market rates while others
may lag behind such changes. Certain assets such as adjustable-rate loans have limits on the amount of change in
interest rates allowed in the short-term (periodic caps) and over the life of the loan (lifetime caps). Further, changes
in interest rates may change the characteristics of certain financial instruments and cause them to react differently
than expected due to imbedded options. For example, a decrease in market rates could trigger the option that allows
mortgage customers to refinance their mortgages while an increase in market rates may induce customers to exercise
their option to redeem their certificates of deposit prior to maturity. These and other changes would likely cause
actual results to deviate significantly from the assumptions used in calculating changes in net interest income or net
income. While ALCO continuously monitors and adjusts the gap position to maximize profitability, the primary
objective is to maintain net interest income and net income within self-imposed parameters for a wide range of
possible changes in interest rates. The following table presents an interest sensitivity analysis of PennRock’s assets
and liabilities as of December 31, 2002. All interest rates are on a tax equivalent basis.

37



PennRock Financial Services Corp.

Table 18 - Interest Sensitivity Analysis

In thousands December 31, 2002
Interest Sensitivity Period
More
Thanr 3 More than  More than
Less than Months to 6 Months 1 Year to More than
3 Months 6 Months To 1 Year 5 Years 5 Years Total
Earning assets:
Short-term investments $ 9,226 $ $ $ $ $ 9,226
Weighted average interest rate 1.02% 1.02%
Mortgages held for sale 7,147 7,147
Weighted average interest rate 5.70% 5.70%
Securities available for sale 154,807 38,091 47,608 33,512 35,913 309,931
Weighted average interest rate 4.35% 6.22% 6.05% 6.26% 4.33% 3.04%
Loans 241,156 35,739 69,549 232,682 23,714 602,840
Weighted average interest rate 5.58% 7.03% 7.28% 7.54% 6.52% 6.65%
Total interest earning assets $412,336 $73,830 $117,157 $266,194 $59,627 $929,144
Interest bearing liabilities:
Interest bearing demand
deposits " $177,522 § 555 $ 1,111 $ 8,886 $33,322 $221,396
Weighted average interest rate 1.56% 0.25% 0.25% 0.25% 8.25% 1.30%
Savings deposits %) 999 999 1,997 15,977 59,913 79,884
Weighted average interest rate 1.60% 1.60% 1.00% 1.06% 1.00% 1.00%
Time deposits 69,929 87,774 81,487 81,006 188 320,384
Weighted average interest rate 2.47% 2.60% 2.81% 3.06% 3.75% 2.74%
Short-term borrowings 40,363 40,363
Weighted average interest rate 1.08% 1.08%
Long-term debt 25,000 102,000 127,000
Weighted average interest rate 7.11% 5.24% 5.61%
Total interest bearing liabilities  $288,813 $114,328 $84,595 $207,86% 393,423 $789,027
Interest sensitivity gap:
Period $123,523 (540,498) $ 32,562 $ 58,325 (5 33,796)
Cumulative 123,523 83,025 115,587 173,913 146,117
Interest sensitive assets to interest
sensitive liabilities ratio:
Period 142.77% 64.58% 138.49% 128.06% 63.83%
Cumulative 142.77% 128.59% 123.70% 125.00% 117.76%

) Assumes NOW account balances are withdrawn at 5% per year.
@ Assumes savings balances are withdrawn at 5% per year.

This analysis indicates that PennRock is asset sensitive over all time frames. This means that PennRock’s balance
sheet should be well positioned for rising interest rates. If, however, ALCO is concerned that rates may fall within
the next year and that a drop in market rates would reduce net interest income and net income, it can take action to
reduce the asset sensitivity of the balance sheet such as by purchasing fixed rate securities and funding such
purchases with short-term borrowings.
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While the preceding table helps provide some information about PennRock’s interest sensitivity within one year, it
is not reliable in predicting the trends of future earnings in the longer term. For this reason, we use financial
modeling to forecast earnings under different interest rate projections. PennRock’s Board of Directors has adopted
an interest rate risk policy which establishes a maximum decrease in the net interest income and net income in the
event of a sudden and sustained increase or decrease in market interest rates of 200 percentage points. The
following tables present the Bank’s projected change in net interest income and net income for 100 and 200
percentage point rate shocks as of December 31, 2002 and the Board’s established limit. The impact on net interest
income and net income relate to the Bank only. The assets and liabilities of the parent company only or for National
and PCS are not considered in this analysis and their corresponding earnings at risk do not have a significant effect
on this analysis.

Table 18 — Changes in Net Interest Income
In thousands

Net Interest Computed Percent Board
Change in Interest Rates Income Change Change Limit
200 percentage point rise $37,926 $4,080 12.05% (15.00%)
100 percentage point rise 36,609 2,762 8.16%
Base rate scenario 33,846
100 percentage point decline 32,082 (1,764) (5.21%)
200 percentage point decline 30,963 (2,884) (8.52%) (15.00%)

Table 20 - Changes in Net Income
In thousands

Computed Percent Board
Change in Interest Rates Net Income Change Change Limit
200 percentage point rise $15,256 $2,846 22.93% (20.00%)
100 percentage point rise 14,312 1,902 15.33%
Base rate scenario 12,410
100 percentage point decline 11,163 (1,247) (10.05%)
200 percentage point decline 10,382 (2,028) (16.34 %)  (20.00%)

The preceding tables indicate that as of December 31, 2002, in the event of a sudden and sustained decrease in
prevailing market interest rates, both PennRock’s net interest income and net income would be expected to decrease
$2.9 million and $2.0 million respectively. However, if market rates increased by 200 percentage points, net interest
income and net income would be expected to increase. This simulation analysis agrees with Table 18 gap analysis
that indicates that PennRock is asset sensitive. PennRock’s interest income and net income increase if rates rise and
decline if rates fall. At December 31, 2002, PennRock’s estimated changes in net interest income and net income
are within policy limits.

Computation of forecasted effects of hypothetical interest rate changes are based on numerous assumptions. These
include loan and mortgage-backed security prepayment rates, calls of callable securities, conversions of fixed-rate
FHLB advances to adjustable advances, and rates of deposit decay, and should not be relied upon as indicative of
actual future resuits. Even minor changes in these assumptions may significantly alter the results of the model.
Further, the computations do not contemplate any actions the ALCO could take to mitigate any negative effects of
changes in interest rates as discussed above.
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iTEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA -

The following audited consolidated financial statements are set forth in this Annual Report of Form 10-K on the
following pages:
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INDEPENDENT AUDITORS’ REPORT
The Board of Directors and Stockholders of PennRock Financial Services Corp.

We have audited the accompanying consolidated balance sheets of PennRock Financial Services Corp. and
Subsidiaries as of December 31, 2002 and 2001, and the related consolidated statements of income, stockholders’
equity and cash flows for each of the years in the three-year period ended December 31, 2002, These consolidated
financial statements are the responsibility of PennRock’s management. Our responsibility is to express an opinion
on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of PennRock Financial Services Corp. and Subsidiaries.as of December 31, 2002 and
2001, and the consolidated results of their operations and their cash flows for each of the years in the three-year
period ended December 31, 2002 in conformity with accounting principles generally accepted in the United States of
America.

/s SIMON LEVER & COMPANY

January 29, 2003
Lancaster, Pennsylvania
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CONSOLIDATED BALANCE SHEETS
In thousands, except share and per share data

ASSETS

Cash and due from banks

Short-term investments

Mortgages held for sale

Securities available for sale (at fair vaiue)

Loans
Allowance for loan losses

Net loans
Premises and equipment
Accrued interest receivable
Bank owned life insurance
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities:
Deposits:
Non-interest bearing
Interest bearing

Total deposits
Short-term borrowings
Long-term debt
Accrued interest payable
Other liabilities

Total liabilities

Stockholders’ Equity:
Common stock, par value $2.50 per share; authorized —

20,000,000 shares; issued — 7,017,716 shares

Surplus
Accumulated other comprehensive loss, net of tax
Retained earnings
Treasury stock at cost (108,379 and 81,136 shares)

Total stockholders’ equity
Total liabilities and stockholders’ equity

See notes to consolidated financial statements.

December 31,

3002 2001
§ 23,002 $ 23,242
9,226 4,787
7,147 2,420
304,814 303,334
602,840 558,369
(7,075) (7,262)
595,765 551,107
16,256 14,428
3,282 3,890
26,491 25,248
22,516 20,482
$1,008,589 $948,938
$ 121,598 $108,529
621,664 555,165
743,262 663,694
40,363 76,754
127,000 121,000
2,465 2,960
8,521 6,126
921,611 870,534
17,544 15,952
33,745 16,446
(3,377) (5,165)
41,926 52,780
(2,860) (1,609)
86,978 78,404
$1,008,589 $948,938
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CONSOLIDATED STATEMENTS OF INCOME

In thousands, except share and per share data

Interest income:
Interest and fees on loans
Securities available for sale;
Taxable
Tax-exempt
Mortgages held for sale
Other

Total interest income
Interest expense:

Deposits

Short-term borrowings

Long-term debt

Total interest expense

Net interest income
Provision for loan losses

Net interest income after provision for loan losses
Non-interest income:
Service charges on deposit accounts
Other service charges and fees
Fiduciary activities
Investment management and benefit plan administration
Net realized gains on sales of available for sale securities
Mortgage banking
Increase in cash surrender value of bank owned life
insurance
Other

Total non-interest income
Non-interest expenses:
Salaries and benefits
Occupancy, net
Equipment depreciation and service
Advertising and marketing
Computer program amortization and maintenance
Other

Total non-interest expense

Income before income taxes
Income taxes

Net income

Per share information:
Basic earnings
Diluted earnings
Cash dividends

Weighted average number of shares outstanding:
Basic
Diluted

See notes to consolidated financial statements.
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Year Ended December 31,

2002 2001 2000
$42,733 $43,787 $41,959
12,159 13,995 15,820
1,502 3,906 5,949
248 212 27
100 374 479
57,142 62,274 64,234
15,157 24,012 27,681
796 1,304 3,891
7,330 7,050 5,501
23,283 32,366 37,073
33,855 29,908 27,161
1,750 1,548 3,076
32,109 28,360 24,085
2,851 2,544 1,738
308 286 282
1,522 1,492 1,402

2,572 1,990

369 1,537 1,547
513 500 309
1,243 1,015 821
1,766 1,666 1,216
11,144 11,030 7,315
16,147 15,218 12,080
1,804 1,570 1,389
1,389 1,359 1,252
998 955 694
1,064 1,076 804
6,045 5,104 4,061
27,447 25,282 20,280
15,806 14,108 11,120
2,580 2,041 1,574
$13,226 $12,067 $ 9,546
$1.90 $1.74 $1.38
1.88 1.73 1.38
0.76 0.69 0.60
6,946,836 6,915,403 6,893,306
7,025,462 6,966,241 6,913,515
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

In thousands, except per share data

Balance as of January 1, 2000

Comprehensive income:
Net income
Change in net unrealized gains and
losses on securities available for
sale, net of reclassification
adjustment and tax effects
Total comprehensive income
Purchase of treasury stock
Sale of treasury stock under
dividend reinvestment plan
Treasury stock issued as compensation
Cash dividend ($0.60 per share)

Balance as of December 31, 2000

Comprehensive income:
Net income
Change in net unrealized gains and
losses on securities available for
sale, net of reclassification
adjustment and tax effects
Total comprehensive income
Purchase of treasury stock
Sale of treasury stock under
dividend reinvestment plan
Treasury stock issued as compensation
5% stock dividend and cash paid in
lieu of fractional shares
Cash dividend ($0.69 per share)

Balance as of December 31, 2001

Comprehensive income:
Net income
Change in net unrealized gains and
losses on securities available for
sale, net of reclassification
adjustment and tax effects
Total comprehensive income
Purchase of treasury stock
Sale of treasury stock under
dividend reinvestment plan
Treasury stock issued as compensation
Stock options exercised
10% stock dividend and cash paid in
lieu of fractional shares
Cash dividend ($0.76 per share)

Balance as of December 31, 2002

See notes to consolidated financial statements.

Accumulated
Other
Comprehensive

Common Retained Treasury Income (Loss)
Stock Surplus  Earnings  Stock Net of Tax Total
815,194 S11,114  $46,609  ($3,068) ($10,616)  $59,233
9,546 9,546
8,039 8,039
17,585
(1,584) (1,584)
i (318) 1,825 1,507
(N 32 25
(4,168) (4,168)
15,194 11,114 51,662 (2,795) (2,577) 72,598
12,067 12,067
(2,588) (2,588)
9,479
(588) (588)
28 (78) 1,751 1,701
1 3) 23 21
758 5,303 (6,077) (16)
(4,791) (4,791)
15,952 16,446 52,780 (1,609) (5,165) 78,404
13,226 13,226
1,788 1,788
15,014
(3,139) (3,139)
(28) 342 1,527 1,841
) 5 53 57
(122) 308 186
1,592 17,328 (18,950} 30)
(5,355) (5,355)
$17,544  $33,745  $41,926  ($2,860) ($3,377)  $86,978




PennRock Financial Services Corp.
CONSOLIDATED STATEMENTS OF CASH FLOWS

In thousands

Year Ended December 31,
2002 2001 2000
OPERATING ACTIVITIES:
Net income $ 13,226 $ 12,067 $ 9,546
Adjustments to reconcile net income to net cash provided by
operating activities:
Provision for loan losses 1,750 1,548 3,076
Depreciation and amortization 1,331 1,462 1,310
Amortization of goodwill 258
Accretion and amortization of securities 1,708 (958) (998)
Deferred income taxes (290) (323) (125)
Net realized gains on sale of available for sale securities (369) (1,537) (1,547)
Proceeds from sales of mortgage loans 66,382 57,794 23,443
Originations of mortgages held for sale (71,019) (59,994) (23,448)
{Gain) loss on sale of mortgage loans, net - (90) 15 65
(Increase) decrease in interest receivable 608 2,415 427
Increase (decrease) in interest payable (495) (1,807) 1,169
Increase in cash surrender value of bank owned life insurance (1,243) (1,015) (821)
Other changes, net (1,741) (2,544) 678
Net cash provided by operations 9,758 7,381 11,921
INVESTING ACTIVITIES:
Proceeds from sales of securities available for sale 119,799 200,277 90,373
Purchases of securities available for sale (231,116) (269,044) (100,886)
Maturities of securities available for sale 111,994 87,563 11,144
Proceeds from sale of other real estate 479 367 266
Purchase of bank owned life insurance (8,000)
Net increase in loans (44,471) (57,229) (42,578)
Net cash paid for business acquisition (1,665) (7,677)
Purchases of premises and equipment (3,226) (2,274) (1,369)
Net cash used in investing activities (48,206) (56,017) (43,050)
FINANCING ACTIVITIES:
Net increase in non-interest bearing deposits 13,068 14,528 6,477
Net increase (decrease) in interest bearing deposits 66,499 (33,828) 45,102
Net increase {decrease) in short-term borrowings (36,391) 22,579 968
Net increase in long-term debt 6,000 30,000 1,000
Issuance of treasury stock 2,085 1,722 1,532
Purchase of treasury stock (3,139) (588) (1,584)
Cash dividends (5,355) (4,791) (4,168)
Cash paid with stock dividend (30) (16)
Net cash provided by financing activities 42,737 29,606 49327
Increase (decrease) in cash and cash equivalents 4,289 (19,030) 18,198
Cash and cash equivalents at beginning of year 28,029 47,059 28,861
Cash and cash equivalents at end of year $32,318 $28,029 $ 47,059
Supplemental schedule of interest and income taxes paid:
Total interest paid $23,778 $30,558 $33,367
Total income taxes paid 3,189 1,750 2,654

See notes to consolidated financial statements.
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NOTES TO CONSCOLIDATED FINANCIAL STATEMENTS
NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting and reporting policies of PennRock Financial Services Corp. (“PennRock™) and subsidiaries
conform to accounting principles generally accepted in the United States of America and to general practices within
the banking industry. The following is a description of PennRock’s more significant accounting policies,

Business:

PennRock is a bank holding company incorporated in 1986 under the laws of Pennsylvania. Blue Ball National
Bank (“‘the Bank™), The National Advisory Group, Inc. (“National”) and Pension Consulting Services, Inc. (“PCS”)
are wholly owned subsidiaries of PennRock. The Bank provides a broad range of banking, trust and other financial
services to consumers, small businesses and corporations in south-central and southeastern Pennsylvania. PennRock
Insurance Group, Inc., a wholly owned subsidiary of the Bank, began operations in the first quarter of 1999 to offer
and sell annuity and other insurance products. National, established in 1984, is the parent company of four
corporations: National Actuarial Consultants, Ltd. which provides consulting, actuarial and administrative services
to retirement and employee benefit plans; National Financial Advisors, Inc. which offers investment, advisory and
asset management services to retirement plan sponsors and participants, and serves as an investment advisor to the
Dresher Family of Funds; NFA Brokerage Services, Inc. which is a mutual-funds-only broker-dealer; and National
Shareholder Services, Inc. which provides transfer agency services for the Dresher Family of Funds. The Dresher
Family of Funds is an open-end diversified management investment company (mutual fund) that consists of two
portfolios: The Dresher Comprehensive Growth Fund and The Dresher Classic Retirement Fund.

Basis of Presentation:

The consolidated financial statements of PennRock include the accounts of PennRock and its subsidiaries. All
significant intercompany balances and transactions have been eliminated. Certain prior year amounts have been
reclassified to conform to current year presentation. All share and per-share data have been restated to reflect the
impact of a 10% stock dividend paid on August 13, 2002 and a 5% stock dividend paid on August 10, 2001.

In preparing the consolidated financial statements, management is required to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities as of the date of
the consolidated balance sheets and operations for the reporting periods. One material estimate that is particularly
susceptible to significant change in the near-term relates to the determination of the allowance for loan losses.
Actual results could differ significantly from those estimates.

Cash and Cash Equivalents:

For purposes of the Consolidated Statements of Cash Flows, PennRock defines cash and cash equivalents to include
cash, amounts due from banks, federal funds sold and other short-term investments. Generally, federal funds are
purchased and sold for one-day periods.

Mortgages Held for Sale:

Mortgages held for sale are carried at the lower of aggregate cost or market value with market determined on the
basis of open commitments for committed loans. For uncommitted loans, market is determined on the basis of
current delivery prices in the secondary mortgage market. Any resulting unrealized losses are included in other
income.

Securities Available for Sale:

Debt securities are classified as available for sale if management intends to hold these securities for an indefinite
period of time but not necessarily to maturity. All equity securities must be classified as available for sale. All
securities purchased by PennRock or the Bank are classified as available for sale (“AFS”). Any decision to seil a
security classified as available for sale would be based on various factors, including significant movements in
interest rates, changes in the maturity mix of PennRock’s assets and liabilities, liquidity needs, regulatory capital
considerations, and other similar factors. AFS securities are carried at fair value.

Unrealized gains or losses, net of the related deferred tax effect, are reported as other comprehensive income (loss)
in stockholders’ equity.

A decline in the market value of any debt or equity security below cost that is deemed to be other than temporary is
charged to income resulting in the establishment of a new cost basis for the security.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(CONTINUED)

Purchase premiums and discounts on securities are amortized and accreted to interest income using a method which
approximates a level yield over the period to maturity of the related securities. Purchase premiums and discounts on
mortgage-backed securities are amortized and accreted to interest income using a method which approximates a
level yield over the remaining lives of the securities, taking into consideration assumed prepayment patterns.
Interest and dividend income are recognized when earned. Realized gains and losses for securities are included in
other income and are derived using the specific identification method for determining the costs of securities sold.

Loane:

Loans are carried at the principal amount outstanding, net of uneamed income, if any, and are reduced by any
charge-offs or specific valuation accounts. Interest income is accounted for on an accrual basis. Loan fees, net of
certain origination costs are deferred and amortized over the lives of the underlying loans using a method, which
approximates a level yield. Interest income is generally not accrued when, in the opinion of management, its full
collectibility is doubtful or when the loan becomes past due 90 days as to principal or interest. When a loan is
designated as non-accrual, any accrued interest receivable is charged against current earnings. Loans may be
returned to accrual status when they become current as to principal and interest or demonstrate a period of
performance under the contractual terms, and, in management’s opinion, are fully collectible.

A loan is considered to be impaired when it is probable that all amounts, including principal and interest, will not be
collected in accordance with the contractual terms of the loan agreement. In such cases, the amount of impairment
and any subsequent changes are recorded as an adjustment to the allowance for loan losses. This analysis applies to
all loans, both collateralized and uncollateralized, except for large groups of smaller balance homogeneous loans
that are collectively evaluated for impairment, loans held for sale and debt securities. PennRock evaluates a loan for
impairment when the loan is internally classified as an “8” (substandard) or “9” (doubtful). All non-accrual loans
not meeting the definition of smaller balance homogeneous loans are considered impaired. PennRock generally
measures impairment based upon the present value of the loan’s expected future cash flows, except where
foreclosure or liquidation is probable or when the primary source of repayment is provided by real estate collateral.
In these circumstances, impairment is based upon the fair value of the collateral. Impairment with regard to
substantially all of PennRock’s impaired loans has been measured by the fair value of the underlying collateral.

Allowance for Loan Losses:

PennRock’s allowance for loan losses is established and maintained based upon management's evaluation of the
risks inherent in PennRock’s loan portfolio including the economic trends and other conditions in specific
geographic areas as they relate to the nature of PennRock’s portfolio. PennRock’s one-to four family residential
loans and consumer loans are homogeneous in nature and no single loan is individually significant in terms of its
size or potential risk of loss. Therefore, management evaluates these loans as a group of loans. Management
utilizes historical loan losses, current trends in delinquencies and charge-offs, plans for problem loan administration
and resolution, the views of its regulators, and other relevant factors, such as assumptions and projections of current
economic and market conditions in order to determine the adequacy of the allowance for loan losses on these loans.
For individually impaired commercial real estate loans, an estimated value of the property or collateral securing the
loan is determined through an appraisal, where possible. If the unpaid balance of the loan is greater than the
estimated fair value of the property, a reserve is established for the difference between the carrying value and the
estimated fair value or liquidation value. Other impaired loans such as non-mortgage commercial loans are
evaluated individually as well. For these loans, a determination is made of the value of the collateral, if any, through
examination of current financial information. If the unpaid balance of the loan is greater than estimated fair value of
the property, a reserve is established for the difference between the carrying value and the estimated fair value or
liquidation value.

Allowances are also established on some classes of the performing portfolio and represent loss allowances that have
been established to recognize the probable losses inherent in that class of the loan portfolio. In determining the
adequacy of the loss allowance, management considers changes in the size and composition of the loan portfolio,
historical loan loss experience, current economic and market conditions and PennRock’s credit administration
procedures.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(CONTINUED)

Management believes that the allowance for loan losses is adequate. While management uses historical and
currently available information to evaluate the adequacy of the allowance, this evaluation is inherently subjective as
it requires material estimates, including the amounts and timing of expected future cash flows on impaired loans,
which may be susceptible to significant change. Future additions to the allowance may be necessary based on
changes in economic conditions. In addition, various regulatory agencies, as an integral part of their examination
process, periodically review the allowance for loan losses. Such agencies may require changes to the allowance
based on their judgments about information available to them at the time of their examination,

Loan losses are charged directly against the allowance for loan losses, and recoveries on previously charged off
loans are added to the allowance. Provisions for loan losses charged against income increase the allowance.

Other Real Estate Owned:

Other real estate owned represents properties acquired through customers’ loan defaults. When properties are
acquired through foreclosure or deed in lieu of foreclosure, any excess of the loan balance at the time of foreclosure
over the fair value of the real estate held as collateral is recognized as a loss and charged to the allowance for loan
losses. After foreclosure, other real estate is reported at the lower of fair value at acquisition date or current fair
value less estimated disposal costs. Fair value is determined on the basis of current appraisals obtained from
independent sources. Subsequent write-downs are charged to an allowance for other real estate established through
provisions for other real estate expenses. Costs of significant property improvements which enhance the salability
of the property are capitalized while costs associated with holding or maintaining other real estate are charged to
operations as incurred. Other real estate owned is recorded as other assets in the Consolidated Balance Sheets.

Premises and Equipment:

Premises and equipment are stated at cost less accumulated depreciation. Depreciation is computed on straight line
and accelerated methods based on the estimated service lives of the assets. When assets are retired or otherwise
disposed of, the cost and related accumulated depreciation are removed from the accounts and any resulting gain or
loss is reflected in income for the period. Maintenance, repairs, and minor improvements are expensed as incurred.
Significant renewals and improvements are capitalized.

Goodwill:

Goodwill represents the excess of cost over the assigned value of net assets acquired in a business combination. In
July 2001, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards No. 142
(“SFAS No. 142”), “Goodwill and Other Intangible Assets.” On January 1, 2002, PennRock adopted the provisions
of SFAS No. 142. This statement eliminates the regularly scheduled amortization of goodwill and other intangibles
with indefinite lives and replaces this method with a two-step process for testing the impairment of goodwill on at
least an annual basis. This includes goodwill and intangibles recorded from past business combinations and
acquisitions. In October 2002, the FASB issued SFAS No. 147, “Acquisitions of Certain Financial Institutions.”
SFAS No. 147 clarifies that a branch acquisition that meets the definition of a “business” is to be accounted for as a
business combination. If the acquisition is a business combination then the purchase accounting provisions of SFAS
No. 141 “Business Combinations™ apply. Prior to SFAS No. 147, the intangibles arising from a branch acquisition
were accounted for in accordance with SFAS No. 72, “Accounting for Certain Acquisitions of Bank and Thrift
Institutions” and were therefore not considered goodwill for purposes of SFAS No. 142, If the branch acquisition is
considered a business combination, SFAS No. 147 requires that the unamortized balance of these intangibles are to
be reclassified as goodwill and accounted for and reported prospectively under the provisions of SFAS No. 142.
Under SFAS No. 142, this “reclassified goodwill” will be evaluated for impairment but will no longer be amortized.
PennRock adopted the provisions of SFAS No. 147 during the fourth quarter of 2002, and subsequently reclassified
$308,000 of intangibles from prior branch acquisitions to goodwill. In addition, $75,000 of amortization of the
reclassified intangible previously expensed for the first three quarters of 2002 was reversed and taken back into
income. The adoption of SFAS No. 142 and SFAS No. 147 eliminates annual goodwill amortization of
approximately $587,000 per year. As of December 31, 2002, PennRock has goodwill of $9.8 million which
includes the reclassified goodwill. Goodwill totaled $7.8 million as of December 2001.
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QOriginated Mortgage Servicing Rights:

Originated mortgage loan servicing rights (‘OMSRs") are capitalized when realized through the origination of
mortgage loans that are subsequently sold with servicing rights retained. PennRock recognizes OMSRs as an
allocation of the carrying amount of the loans sold between the loans sold and the servicing rights retained.
PennRock receives fees for servicing mortgage loans it has sold. Servicing fees, expressed as a percentage of the
unpaid principal balance, are collected from the borrower’s payments. Late charges and other ancillary fees are also
included in servicing income. Servicing fee revenue is recognized as earned, unless collection is doubtful.

OMSRs are periodically evaluated for impairment based on the fair value of these rights. The fair value of OMSRs
is determined by discounting the estimated future cash flows using a discount rate commensurate with the risks
involved. This method of valuation incorporates assumptions that market participants would use in estimating
future servicing income and expense, including assumptions about prepayment, default, and interest rates. For
purposes of measuring impairment, the loans underlying the OMSRs are stratified by type (conventional fixed-rate,
conventional adjustable-rate, etc.). Impairment is measured by the amount the book value of the OMSRs exceeds
the fair value of the OMSRs. Impairment, if any, is recognized through a valuation allowance and a charge to
current operations. The recovery of any previously established impairment reserve is recognized as income in
current operations. OMSRs, net of valuation allowarices, are amortized in proportion to, and over the period of, the
estimated net servicing revenue of the underlying mortgages, which are secured by single-family properties. The
amortization expense is deducted from the related servicing fee revenue in the Consolidated Statements of Income.
The amortization of OMSRs is periodically evaluated and adjusted, if necessary, to reflect changes in prepayment
rates or other related factors.

Fiduciary Assets and Assets Under Management:

Assets held by the Bank or National in a fiduciary or agency capacity are not included in the consolidated financial
statements since such assets are not assets of the Bank or National. In accordance with banking industry practice,
income from fiduciary activities is generally recognized on a cash basis which is not significantly different from
amounts that would have been recognized on the accrual basis. ‘

Federal Income Taxes:

PennRock and its subsidiaries file consolidated income tax returns. Deferred income taxes have been provided for
elements of income and expense that are recognized for financial reporting purposes in periods different than when
such items are recognized for income tax purposes. PennRock accounts for income taxes under the liability method
which applies the enacted statutory tax rates in effect as of the balance sheet date to differences between the book
and tax bases of assets and liabilities. The resulting deferred tax assets or liabilities are adjusted to reflect changes in
tax rates or laws. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in
the period the change is enacted. For further discussion on federal income taxes and deferred tax assets and
liabilities, see Note 11: Income Taxes in Notes to Consolidated Financial Statements.

Treasury Stock:
The purchase of PennRock’s treasury stock is recorded at cost. At the date of subsequent reissue, the treasury stock
account is reduced by the cost of such stock on a first-in, first-out method.

Profit Sharing Plan:
Profit sharing contributions are calculated by a formula approved by the Board of Directors and are based on the

Bank’s return on equity. Costs are funded as accrued.
Advertising, Marketing and Public Relations:

PennRock expenses advertising, marketing and public relations costs as incurred. These expenses for 2002, 2001
and 2000 totaled $998,000, $955,000 and $694,000, respectively.
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Stock-Based Compensation:

PennRock accounts for its stock options and stock-based compensation plans using the intrinsic value method in
accordance with Accounting Principles Board Opinion No. 25 (“APB 25”), “Accounting for Stock Based
Compensation.” Under this method, no compensation expense is recognized for stock options when the exercise
price of the option equals fair value, or market price, of the underlying stock at the date of grant. Under the
provisions of SFAS No. 123, “Accounting for Stock-Based Compensation,” as amended by SFAS No. 148,
“Accounting for Stock-Based Compensation — Transition and Disclosure — an Amendment of FASB Statement No.
123,” the fair value of a stock option is recognized as compensation expense over the service period (generally the
vesting period). Since we have chosen to continue to account for stock options and stock-based compensation plans
in accordance with APB 25, we have adopted the disclosure-only provisions of SFAS No. 123. This requires us to
provide pro forma net income and earnings per share information to show the impact on earnings from the
compensation expense as if the fair value approach of SFAS No. 123 had been adopted. This disclosure is provided
in Note 13: Stock Option Plan in the Notes to Consolidated Financial Statements.

Net Income per Share:

Basic earnings per share (“EPS”) is computed by dividing net income available to common stockholders by the
weighted-average number of common shares outstanding during the period. Diluted EPS is computed by dividing
net income available to common stockholders by the weighted-average number of common shares outstanding
during the period plus the maximum number of potentially dilutive common shares related to PennRock’s
outstanding stock options. Potentially dilutive common shares are computed using the treasury stock method.

Segmient Disclosure:
Management measures the performance and allocates the resources of PennRock as a single segment, community
banking. Therefore, we do not have any operating segments that require additional information.

NOTE 2: RESTRICTIONS ON CASH AND DUE FROM BANKS
The Bank is required to maintain average balances of reserves on deposit with the Federal Reserve Bank based on

deposits outstanding. The amount of those required reserves as of December 31, 2002 was approximately $8.0
million. Balances maintained at the Federal Reserve Bank are included in cash and due from banks.

NOTE 3: SECURITIES AVAILABLE FOR SALE

The amortized cost and estimated fair value of securities available for sale are as follows:

In thousands December 31, 2002
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

U.S. Treasury securities and other

U.S. government agencies $ 7,018 $§ 105 S ¢ $ 7,123
Obligations of states and political .

subdivisions 16,813 295 (598) 16,510
U.S. agency mortgage-backed securities 81,131 1,538 (102) 82,567
Collateralized mortgage obligations 58,870 419 (192) 59,097
Corporate notes 75,341 26 (7,096) 68,271
Total debt securities available for sale 239,173 2,383 (7,988) 233,568
Equity securities 70,758 1,974 (1,486) 71,246
Total securities available for sale $309,931 $4,357 ($9,474) $304,814
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December 31, 2001

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

U.S. Treasury securities and other

U.S. government agencies $17,082 $ 205 3¢ 3% $ 17,249
Obligations of states and political

subdivisions 45,448 171 (1,209) 44,410
U.S. agency mortgage-backed securities 39,733 171 (61) 39,843
Collateralized mortgage obligations 85,137 456 (486) 85,107
Corporate notes 65,600 2 (5,783) 59,819
Total debt securities available for sale 253,000 1,005 (7,577 246,428
Equity securities 58,160 1,077 (2,331 56,906
Total securities available for sale $311,160 $2,082 ($9,908) $303,334

The amortized cost and fair value of debt securities as of December 31, 2002, by contractual maturity, are shown
below. Expected maturities may differ from contractual maturities because issuers may have the right to call or
prepay obligations with or without call or prepayment penalties.

In thousands December 31, 2002
Amortized Fair
Caost Value
Due after one year through five years $ 2,000 $ 2,006
Due after five years through ten years 137 260
Due after ten years 96,938 89,638
99,172 91,904
Mortgage backed securities 81,131 82,567
Collateralized mortgage obligations 58,870 59,697
Total debt securities $239,173 $233,568

Gains and losses from sales of securities available for sale are as follows:

In thousands

2002 2001 2000
Debt securities
Gross gains $1,751% $1,693 $ 708
Gross losses (103) (379 (13)
Total debt securities 1,648 1,314 695
Equity securities, net (1,279) 223 852
Total securities gains $ 369 $1,537 $1,547

Proceeds from sales of securities available for sale are as follows:

In thousands

2002 2001 2000
Debt securities $100,456 $172,499 $62,942
Equity securities 19,343 27,778 27,431
Total proceeds $119,799 $200,277 $90,373

Securities with a carrying value of $57.6 million and $81.5 million as of December 31, 2002 and 2001 were pledged
to secure public and trust deposits, repurchase agreements as well as other purposes.
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NOTE 4: LOANS
The loan portfolio, net of unearned income and deferred loan fees, as of December 31, 2002 and 2001 is as follows:

In thousands

2002 2001

Commercial, financial and agricultural:

Commercial, secured by real estate $327,592 $276,667

Agricultural 6,838 6,368

Other 83,801 77,849
Real estate — construction 32,140 46,558
Real estate — mortgage 141,983 137,929
Consumer 10,486 12,998
Total loans $662,340 $558,369

In the ordinary course of business, the Bank has loan, deposit, and other transactions with its directors, their
affiliated companies, executive management and their associates (as defined), collectively referred to as related
parties. Such transactions are on substantially the same terms, including interest rates and collateral (with regard to
loans), as those prevailing at the time for comparable transactions with others. Activity for the related party loans
for the year ended December 31, 2002, was as follows:

In thousands

Balance, January 1, 2002 $11,333
New loans 8,357
Repayments (4,661)
Balance, December 31, 2002 $15,029

Included in the loan portfolio are loans on which the Bank has ceased the accrual of interest. Such loans amounted
to $1.2 million and $692,000 as of December 31, 2002 and 2001. If interest income had been recorded on all non-
accrual loans outstanding during the years 2002, 2001 and 2000, interest income would have been increased as
shown in the following table:

In thousands

2002 2001 2000
Interest which would have been recorded
under original terms $78 $161 §527
Interest income recorded during the year 27 25 31
Net impact on interest income $51 8136 $496

PennRock accounts for impaired loans in accordance with SFAS No. 114. Under this standard, once a loan has been
identified as being impaired, management measures impairment using discounted cash flows, or in the case of
collateral dependent loans, the fair value of the collateral. When the recorded investment in an impaired loan
exceeds the estimated fair value, such impairment is recognized as a valuation reserve that is included in the overall
allowance for loan losses.
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The following table presents the status of impaired loans.

In thousands

2001

$308
397

$705

2002
Impaired loans with a reserve $1,100
Impaired loans with no reserve 112
Total impaired loans $1,212
Reserve for impaired loans " 8343
Average balance of impaired loans during the year 3939

() The reserve for impaired loans is part of the overall allowance for loan losses.

NOTE 8: LOAN SERVICING

Mortgage loans serviced for Fannie Mae and Federal Home Loan Mortgage Corporation are not included in the
accompanying Consolidated Balance Sheets. The unpaid principal balances of those loans were $201.7 million as of

December 31, 2002 and $182.7 million as of December 31, 2001

During 2002, $359,000 of originated mortgage servicing rights were capitalized and $346,000 of amortization and
impairment of mortgage servicing rights were recorded. In 2001, $280,000 of originated mortgage servicing rights
were capitalized and $244,000 of amortization and impairment of mortgage servicing rights were recorded. The
estimated fair value of mortgage servicing rights was $571,000 as of December 31, 2002 and $630,000 as of
December 31, 2001 which are included in Other Assets in the Consolidated Balance Sheets.

NOTE 6: ALLOWANCE FOR LOAN LOSSES
Changes in the allowance for loan losses were as follows:

In thousands

$80

$2,300

2002 2001 2000
Balance at beginning of year $7,262 $5,973 $5,514
Provision charged to expense 1,750 1,548 3,076
Recoveries of loans charged-off 260 329 223

9,272 7,850 8,813
Loans charged off 2,197) (588) (2,840)
Balance at end of year $7,075 $7,262 $5,973

NOTE 7: PREMISES AND EQUIPMENT

Details of premises and equipment as of December 31 are as follows:

In thousands

2002 2001
Land $ 2,081 $ 2,097
Premises 15,128 12,932
Furniture and equipment 14,347 13,021
Construction in progress 42 347
Total cost 31,598 28,397
Less accumulated depreciation (15,342) (13,969)
Net book vajue $16,256 $14,428

Depreciation expense was $1.3 million in 2002 and 2001 and $1.2 million in 2000.
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Future minimum rental payments that are related to non-cancelable operating leases having initial terms in excess of
one year are:

2003 $270,012
2004 246,440
2005 241,190
2006 176,140
2007 149,430
Thereafter 313,850

Total lease payments were $318,000, $229,000 and $108,000 in 2002, 2001 and 2000.
NOTE 8: DEPOSITS
The following is a summary of deposit account balances as of December 31, 2002 and 2001:

In thousands

2002 2001
Non-interest bearing deposits =~~~ $121,598 '$108,529
NOW accounts C i 44,429 40,936
Money market deposit accounts 176,967 160,590
Savings accounts _ 79,884 63,966
Time deposits ‘ 320,384 289,673
Total deposits .. §743,262 $663,694

The following shows the maturfty of time deposits by vear as of December 31, 2002:

In thousands

2003 $239,001
2004 67,183
2005 9,959
2006 2,422
2007 1,819
Total $320,384 -

NOTE 8: SHORT-TERNM BORROWINGS

Federal funds purchased, securities sold under agreements to repurchase and the treasury tax and loan note generally
mature within one to thirty days from the transaction date.

A summary of short-term borrowings is as follows for the years ended December 31, 2002, 2061 and 2000.

In thousands

2002 2001 2000

Securities sold under agreements to repurchase:

Federal Home Loan Bank $12,000 $45,000 $ 30,000

Customers 23,363 26,752 21,567
Federal funds purchased 4,330
U.S. Treasury tax and loan note 5,660 672 2,608
Total short-term borrowings outstanding at year-end 340,363 $76,754 $ 54,175
Average interest rate at year-end 1.08% 1.68% 6.04%
Maximum outstanding at any month-end ' 580,692 376,754 $107,726
Average amount outstanding $53,710 $38,094 § 63,975
Weighted average interest rate 1.48% 3.42% 6.08%
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The Bank controls all securities that serve as collateral for the securities sold under agreements to repurchase.

The Bank has approved federal funds lines totaling $12.0 million and a borrowing capacity of $347.2 million at the
Federal Home Loan Bank of Pittsburgh (“the FHLB”) as of December 31, 2002.

NOTE 9: LONG-TERM DEBT
Long-term debt consists of fixed rate advances from the FHLB with maturity schedules as follows:

In thousands

December 31, 2002 December 31, 2001
Interest Interest
Amount Maturity Date Rate Amount Maturity Date Rate
$25,000 June 2, 2603 7.11% $15,000 September 17, 2002 5.74%
15,000 April 21, 2005 6.27% 25,000 June 2, 2003 7.11%
25,000 June 2, 2005 6.89% 15,000 April 21, 2005 6.27%
11,0600 June 4, 2007 6.76% 25,000 June 2, 2005 ' 6.89%
30,000 March 23, 2011 3.94% 11,000 June 4, 2007 6.76%
6,000 July 16, 2012 4.99% 30,000 March 23, 2011 3.94%
15,000 September 16, 2012 3.41%
$127,000 $121,000

All of the long-term advances are convertible advances that permit the FHLB to convert the advance from a fixed-
rate to a variable-rate at its discretion on a specified call date following an initial “lock-out” period ranging from one
year to five years. Some of the long-term advances further restrict the FHLB’s ability to call the advance unless 3-
month LIBOR is at or above a specified rate. If the FHLB exercises its option to convert an advance, the Bank has
the option to repay the advance in full. During 2002 and 2001, the FHLB did not exercise its option to convert any
advances.

All advances from the FHLB are collateralized by a security agreement covering qualified mortgage loans, and
treasury, agency and mortgage-backed securities.

NOTE 10: CAPITAL TRANSACTIONS

On June 25, 2002, PennRock announced that the Board of Directors had authorized the repurchase of up to 400,000
shares of PennRock’s outstanding common stock. Any repurchased shares will be held as treasury shares available
for issuance with future stock dividends and stock splits, employee benefit plans, executive compensation plans, for
issuance under the Dividend Reinvestment Plan or for issuance for any other appropriate corporate purpose.
PennRock began open market repurchases of its outstanding common stock in 1995. In 2002, PennRock purchased
117,891 shares for $3.1 million and reissued 90,648 shares. In 2001, PennRock purchased 34,676 shares for
$588,000 and reissued 114,725 shares. PennRock purchased 109,560 shares for $1.6 million and reissued 105,280
shares in 2000. There were 108,379 shares with a cost of $2.9 million as of December 31, 2002 and 81,136 shares
with a cost of $1.6 million as of December 31, 2001 held as treasury stock.

NOTE 11: INCOME TAXES
An analysis of the provision for income taxes included in the Consolidated Statements of Income is as follows:

In thousands

2002 2001 2000
Current expense $2,870 $2,364 $1,699
Deferred taxes (290) (323) (125)
Total income tax expense $2,580 $2,041 $1,574
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A reconciliation between the provision for income taxes and the amount computed by applying the statutory federal
income tax rate to income before provision for income taxes is as follows:

2002 2001 2000

Statutory federal income tax rate 35.0% 34.0% 34.0%
Tax exempt income, net (12.0%) (15.0%) (20.2%)
Low income housing, rehabilitation

and other tax credits (5.7%) (4.9%) (0.6%)
Disqualifying disposition of options (0.4%)
Other, net (0.6%) 0.4% 1.0%
Effective income tax rate 16.3% 14.5% 14.2%

The tax effect of tax-exempt income on income tax expense is shown net of TEFRA interest expense disallowance.
Deferred taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and
liabilities for financial reporting purposes and the amounts used for income tax purposes. Significant components of
PennRock’s deferred tax liabilities and assets as of December 31, 2002 and 2001 are as follows:

In thousands

2002 2001

Deferred tax assets:

Allowance for loan losses $2,399 $2,367

Net unrealized loss on securities available for sale 1,740 2,661

Goodwill amortization or impairment 165 163

Other 29

Total deferred tax assets 4,333 5,191
Deferred tax liabilities:

Depreciation 205 196

Investment security discount 253 323

Other 166

Total deferred tax liabilities 458 685
Net deferred tax asset $3,875 $4,506

Included in the table above is the recognition of unrealized gains and losses on certain investments in debt and
equity securities accounted for under SFAS No. 115 for which no deferred tax expense or benefit was recognized in
the Consolidated Statements of Income.

Management believes that it is more likely than not that the net deferred tax asset of $3.9 million will be realized
since PennRock has a long history of earnings and has a carry-back potential greater than the deferred tax asset and
is unaware of any reason that PennRock would not ultimately realize this asset.

NOTE 12: EMPLOYEE BENEFIT PLAN

The Bank has a non-contributory profit sharing plan covering substantially all full time employees of the Bank.
Contributions made to the plan by PennRock were $1.3 million in 2002, $1.1 million in 2001 and $825,000 in 2000.

NOTE 13: STOCK INCENTIVE PLAN
PennRock has a Stock Incentive Plan (“the Plan”), the terms of which permit the granting of incentive stock options,

nonqualified stock options and bonus stock to key employees of PennRock and its subsidiaries. All options under
this Plan are granted at an exercise price equal to the market price at the date of the grant.
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A summary of PennRock’s options outstanding as of December 31 is as follows:

2002 2001 2000
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Outstanding, beginning
of year 176,271 $15.14 85,198 $16.65 47,099 $18.86
Granted 59,947 25.44 96,444 13.41 38,099 13.91
Exercised (14,123) 13.15
Forfeited (5,371) 13.15
Outstanding, end of
year 222,095 $17.92 176,271 $15.14 85,198 $16.65

The weighted average fair value of options granted in the past three years is as follows:

2002 2001 2000
Per Per Per
Total Share Total Share Total Share
$506,539 $8.45 $294,515 $3.56 $159,152 $4.59

PennRock has elected to account for its stock options and stock-based compensation plans using the intrinsic value
method in accordance with APB 25, “Accounting for Stock Based Compensation.” Under this method, no
compensation expense is recognized for stock options when the exercise price equals fair value at the date of grant.
Since the Plan stipulates that the exercise price of the options is always equal to the market price at the date of the
grant, we have recognized no compensation costs under the Plan. Had compensation costs for the Plan been
determined based on the fair value of the options at the grant dates in accordance with SFAS No. 123, “Accounting
for Stock-Based Compensation,” as amended, PennRock’s net income and earnings per share would have been as
follows:

In thousands, except per share data

2002 2001 2000

Net income — as reported $13,226 $12,067 $9,546
Deduct: Total stock-based employee compensation

expense determined under fair value based method

for all awards, net of related tax effects (165) (186) (65)
Pro-forma net income $13,061 $11,881 $9,481
Earnings per share:

Basic ~ as reported $1.90 $1.74 $1.38

Basic — pro-forma 1.88 1.72 1.37

Diluted — as reported 1.88 1.73 1.38

Diluted — pro-forma 1.86 1.71 1.37

The fair value of each option is estimated on the date of the grant using the Black-Scholes option-pricing mode! with
the following weighted average assumptions used for grants in 2002, 20601 and 2000:

2002 2001 2000
Dividend yield 3.33% 3.82% 2.50%
Expected volatility 36.00% 30.00% 30.00%
Risk free interest rate 5.58% 5.44% 6.67%
Expected average life 7.12 years 3.41 years 5 years
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The following table sets forth information as of December 31, 2002, with respect to stock compensation plans under
which equity securities are authorized for issuance:

Number of
Securities to be Weighted Number of
Issued Upon Average Securities
Exercise of Exercise Price Remaining
Outstanding of Outstanding Available for
Options Options Future Issues
Stock based compensation plans approved
by stockholders 221,747 $17.93 490,000
Stock based compensation plans not
approved by stockholders 348 ' 13.15
Total 222,095 $17.92 490,000

Of the shares outstanding under stock based compensation plans approved by stockholders, 162,147 were issued
under the Omnibus Stock Plan of 1992 and 59,600 were issued under the Stock Incentive Plan of 2002.

NOTE 14: COMMITMENTS AND CONTINGENT LIABILITIES AND CONCENTRATIONS OF CREDIT
RISK

PennRock’s financial statements do not reflect various commitments and contingent liabilities that arise in the
normal course of business to meet the financing needs of its customers that involve elements of credit risk, interest
rate risk and liquidity risk. These financial instruments include commitments to extend credit, standby letters of
credit, guarantees, and liability for assets held in trust. PennRock’s exposure to credit loss in the event of
nonperformance by the other party on the financial instrument is represented by the contractual amount and the
collateral value, if any, of those instruments. PennRock uses the same credit policies in commitments and
conditional obligations as it does for on-balance sheet instruments.

A summary of PennRock’s commitments and contingent liabilities as of December 31, 2002 and 2001 are as
follows:

In thousands

2002 2001
Commitments to extend credit $146,559 $156,707
Financial and performance standby letters of credit 42,271 40,137
Commercial letters of credit 164 189

Commitments to extend credit are agreements to lend to a customer to the extent that there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination
clauses and may require payment of a fee. Since many of the commitments are expected to expire without being
drawn upon, the total commitment amounts do not represent future cash requirements. Management evaluates each
customer’s creditworthiness on a case-by-case basis. The amount of collateral obtained if deemed necessary by
management upon extension of credit is based on a credit evaluation of the customer.

Stand-by letters of credit are conditional commitments issued by PennRock to guarantee the performance of a
customer to a third party. The term of the letters of credit varies from one month to 24 months and may have
renewal features. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loans to customers. PennRock holds collateral supporting those commitments for which collateral is
deemed necessary.
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Most of PennRock’s business activity is with customers located within PennRock’s defined market area.
Investments in state and municipal securities may also involve government entities within PennRock’s market area.
The concentrations by loan type are set forth in Note 4: Loans in the Notes to Consolidated Financial Statements.
The distribution of commitments to extend credit approximates the distribution of loans outstanding. The Bank, as a
matter of policy, does not extend credit to any single borrower or group of related borrowers in excess of 65% of its
legal lending limit. As of December 31, 2002, this limit was $8,466,000.

NOTE 95: RESTRICTIONS ON RETAINED EARNINGS

Certain restrictions exist regarding the ability of the Bank to transfer funds to PennRock in the form of cash
dividends. The approval of the Comptrolier of the Currency is required if the total dividends declared by a national
bank in any calendar year exceeds the Bank’s net profits (as defined) for that year combined with its retained net
profits for the preceding two calendar years. Under this formula, the Bank can declare dividends during 2003,
without approval of the Comptroller of the Currency, of approximately $11.3 million plus an additional amount
equal to the Bank’s net profit (as defined) for 2003 up to the date of any such dividend declaration.

NOTE 16: COMPREHENSIVE INCOME

PennRock has elected to report its comprehensive income in the Consolidated Statements of Stockholders’ Equity.
The only element of “other comprehensive income (loss)” applicable to PennRock is the net unrealized gain or loss
on available for sale securities.

The components of the change in unrealized gains (losses) on securities available for sale are as follows:

In thousands

2002 2001 2000
Net unrealized holding gains (losses) arising during the year $3,120 (%$2,384) $13,726
Reclassification adjustment for gains realized in net income (369) (1,537) (1,547)
Net unrealized holding gains (losses) before taxes 2,751 (3,921) 12,179
Tax effect " {963) 1,333 (4,140)
Net change $1,788 ($2,588) $ 8,039

NOTE 17: REGULATORY MATTERS

PennRock and the Bank are subject to various regulatory capital requirements administered by the federal banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory and possibly additional
discretionary actions by regulators that, if undertaken, could have a direct material effect on PennRock’s financial
statements.

Under capital adequacy guidelines and the regulatory framework for prompt corrective action, PennRock and the
Bank must meet specific capital guidelines that involve quantitative measures of PennRock’s assets, liabilities and
certain off-balance sheet items as calculated under regulatory accounting practices. PennRock’s and the Bank’s
capital amounts and classification are also subject to qualitative judgments by the regulators about components, risk
weightings and other factors.

Quantitative measures established by regulation to ensure capital adequacy require PennRock and the Bank to
maintain minimum amounts and ratios (set forth in the table below) of total and Tier 1 capital (as defined in the
regulations) to risk-weighted assets (as defined), and of Tier 1 capital (as defined) to average assets (as defined).
Management believes, as of December 31, 2002, that PennRock and the Bank meet all capital adequacy
requirements to which they are subject.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(CONTINUED)

As of December 31, 2002, the most recent notification from the Federal Reserve Bank categorized PennRock as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized,
PennRock must maintain minimum total risk-based, Tier 1 risk-based and Tier 1 leverage ratios as set forth below.
There are no conditions or events since that notification that management believes have changed this category.
PennRock’s and the Bank’s actual capital amounts and ratios are also presented in the following table.

To Be Well
Capitalized Under
Prompt Corrective

For Capital

Actual Action Provisions Adequacy Purposes
Amount Ratio Amount Ratio Amount Ratio
PennRock Financial
Services Corp.
As of December 31, 2002;
Total capital to
risk-weighted assets $87,528 11.57% $60,523 8.0%
Tier 1 capital:
to risk-weighted assets 80,234 10.61% 30,262 4.0%
to average assets 80,234 7.92% 40,532 4.0%
As of December 31, 2001:
Total capital to
risk-weighted assets $82,647 11.71% $56,482 8.0%
Tier 1 capital:
to risk-weighted assets 75,385 10.68% 28,241 4.0%
to average assets 75,385 8.40% 35,908 4.0%
Blue Ball National Bank
As of December 31, 2002:
Total capital to
risk-weighted assets $86,831 11.55% $75,178 10.0% $60,143 8.0%
Tier 1 capital:
to risk-weighted assets 79,029 10.51% 45,107 6.0% 30,071 4.0%
to average assets 79,029 7.79% 50,735 5.0% 40,587 4.0%
As of December 31, 2001:
Total capital to
risk-weighted assets $78,686 11.22% $70,147 10.0% $56,118 8.0%
Tier 1 capital: ,
to risk-weighted assets 71,055 10.13% 42,088 6.0% 28,059 4.0%
to average assets 71,055 7.99% 44,477 5.0% 35,581 4.0%

NOTE 18: FAIR VALUE OF FINANCIAL INSTRUMENTS

SFAS No. 107, “Disclosures about Fair Value of Financial Instruments,” requires disclosure of fair value

information about financial instruments, whether or not recognized in the balance sheet, for which it is practicable to
estimate that value. In cases where quoted market prices are not available, fair values are based on estimates using
present value or other valuation techniques. Those techniques are significantly affected by the assumptions used,
including the discount rate and estimates of future cash flows. [n that regard, the derived fair value estimates cannot
be substantiated by comparison to independent markets and, in many cases, could not be realized in immediate
settlement of the instrument. These estimates are subjective in nature and involve uncertainties and matters of

significant judgment and therefore cannot be determined with precision. Changes in assumptions would
significantly affect the estimates. SFAS No. 107 excludes certain financial instruments and all non-financial
instruments from its disclosure requirements.
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Fair value estimates are based on existing on and off-balance sheet financial instruments without attempting to
estimate the value of future business. The value of significant sources of income such as fiduciary or asset
management fees or mortgage banking operations has not been estimated. In addition, the tax effect relative to the
recognition of unrealized gains and losses can have a significant impact on fair value estimates and have not been
considered in any of the estimates. Accordingly, the aggregate fair value amounts do not represent the underlying

value of PennRock.
We used the following methods and assumptions in estimating the fair vailue of PennRock’s financial instruments:

Cash and cash equivalents:
The carrying amounts reported in the Consolidated Balance Sheets for cash and short-term investments

approximate their fair values,

Mortgages held for sale:
The fair value of mortgages held for sale is estimated using current secondary market rates.

Securities:
Fair values for securities are based on quoted prices, where available. If quoted prices are not available, fair

values are based on quoted prices of comparable instruments.

Loans:
Loans are segregated by category, such as commercial, commercial real estate, residential mortgage, and

installment. Each loan category is further segmented into fixed and adjustable rate interest terms and by
performing and non-performing status. The fair value of loans is calculated by discounting scheduled cash
flows through the estimated maturity using estimated market discount rates that reflect the credit risk inherent in
the loan. The estimate of average maturity is based on historical experience with prepayments for each loan
classification modified, as required, by an estimate of the effect of current economic and lending conditions.
The carrying amount of accrued interest receivable approximates its fair value.

Off-balance sheet instruments:
For PennRock’s off-balance sheet instruments consisting of commitments to extend credit and financial and

performance standby letters of credit, the estimated fair value is the same as the instrument’s contract or
notional values since they are priced at market at the time of funding.

Deposit liabilities:

The fair values of deposits with no stated maturities, such as demand deposits, savings accounts, NOW and
money market deposits are calculated using estimated future cash flows, discounted at the FHLB overnight
advance rate less the Bank’s operating costs to service the account. We also assume that 1% of the outstanding
balance of the accounts will be withdrawn each month for 100 months. Fair values for fixed-rate certificates of
deposit are estimated using a discounted cash flow calculation that applies interest rates currently being offered
on certificates to a schedule of aggregated expected monthly maturities on time deposits.

Short-term borrowings:
The carrying amounts of federal funds purchased and securities sold under agreements to repurchase, advances

from the Federal Home Loan Bank and other short-term borrowings approximate their fair values.

Long-term debt:
The fair values of long-term debt are estimated using discounted cash flow analyses, based on PennRock’s

incremental borrowing rates for similar types of borrowing arrangements.

Accrued interest payable:
The fair value of accrued interest payable is estimated to be the current book value.
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As of December 31, 2002 and 2001, the estimated fair values of financial instruments based on disclosed
assumptions are as follows:

In thousands

2002 2001
Carrying Fair Carrying Fair
Amount Value Amount Value
Financial assets:
Cash and due from banks $ 23,092 $ 23,002 $ 23,242 $ 23,242
Short-term investments 9,226 9,226 4,787 4,787
Mortgages held for sale 7,147 7,147 2,420 2,423
Securities available for sale 304,814 304,814 303,334 303,334
Loans:
Commercial, financial and agricultural 418,231 437,122 360,884 378,833
Real estate — construction 32,140 33,547 46,558 48,789
Real estate — mortgage 141,983 146,458 137,929 142,375
Consumer 10,486 10,654 12,998 12,953
Allowance for loan losses (7,075) (7,262)
Net loans 595,765 627,781 551,107 582,950
Accrued interest receivable 3,282 3,282 3,890 3,890
Financial liabilities:
Deposits:
Non-interest bearing demand 121,598 120,258 108,529 99,159
Interest bearing demand 221,396 220,943 201,526 187,585
Savings 79,884 78,601 63,966 58,885
Time deposits under $100,000 278,323 281,749 253,757 257,649
Time deposits over $100,000 42,061 42,579 35,916 36,094
Total deposits 743,262 744,130 663,694 639,372
Short-term borrowings 40,363 40,363 76,754 76,754
Long-term debt 127,000 142,373 121,000 136,402
Accrued interest payable 2,465 2,465 2,960 2,960
Off-balance sheet financial instruments:
Commitments to extend credit 146,559 146,559 156,707 156,707
Financial and performance standby letters
of credit 42,271 42,271 40,137 40,137
Commercial letters of credit 164 164 189 189

NOTE 19: ACQUISITICN

On October 31, 2002, PennRock acquired Pension Consulting Services, Inc. (“PCS”) for $1.7 million. The
transaction was accounted for under the purchase method of accounting. Substantially the entire purchase price was
allocated to goodwill. PCS will retain its name and operate as a wholly owned subsidiary of PennRock. PCS isa
third party administrator of retirement plans for small to medium sized business and professional corporations
located in Pennsylvania, New Jersey, Maryland and Delaware. Since the acquisition was accounted for under the
purchase method of accounting, the results of operations of PCS are not included in the financial statements of
PennRock for periods prior to October 31, 2002.
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NOTE 20: PARENT COMPANY ONLY FINANCIAL INFORMATION

The following represents parent only financial information:

PennRock Financial Services Corp. {Parent Company Oniy) Balance Sheets

In thousands

ASSETS:

Cash and cash equivalents
Securities available for sale
investment in subsidiaries
Receivable from subsidiary
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS'’ EQUITY:
Liabilities:

Dividends payable

Payable to subsidiary

Note payable to subsidiary

Accrued expenses and taxes

Total liabilities
Stockholders’ equity:
Common stock
Surplus
Accumulated other comprehensive loss, net of tax
Retained earnings
Treasury stock at cost

Total stockholders’ equity
Total liabilities and stockholders’ equity

December 31,

2002 3001
$ 103 $ 20
1,588 2,420
87,409 74,797
627 2,054
973 1,364
$90,760 $80,655
$ 1,386 $ 1,324
611
850 909
875 18
3,722 2,251
17,544 15,952
33,745 16,446
(3,377) (5,165)
41,926 52,780
(2,860) (1,609)
86,978 78,404
$90,700 $80,655

PennRock Financial Services Corp. (Parent Company Only) Statements of income

In thousands

Income:
Dividends from bank subsidiary
Securities available for sale
Management fee from subsidiaries
Net realized gains (losses) on sales of available for sale
securities

Total income

General and administrative expenses

Income before income taxes and undistributed net income
of subsidiaries

Income tax expense (benefit)

Equity in undistributed net income of subsidiaries

Net income
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December 31,

2002 2001 2000
$6,400 $10,020 $4,500
14 54 215

337 456

(1,645) (537) 586
5,106 9,993 5,301
636 628 802
4,470 9,365 4,499
(659) (309) 8
8,097 2,393 5,055
$13,226 $12,067 $9,546
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PennRock Financial Services Corp. (Parent Company Only) Statements of Cash Flows

In thousands

OPERATING ACTIVITIES

Net income

Adjustments to reconcile net income to net cash
provided by operating activities:
Equity in undistributed net income from subsidiaries
Net realized (gains) losses on sale of available for sale

securities

(Increase) decrease in receivable from subsidiary
Other, net

Net cash provided by operating activities

INVESTING ACTIVITIES
Net cash paid for business acquisition
Proceeds from sale of securities available for sale
Purchases of securities available for sale

Net cash provided by (used in) investing activities
FINANCING ACTIVITIES

Net increase (decrease) in short-term borrowings

Issuance of common and treasury stock

Purchase of treasury stock

Cash dividends paid
Cash paid with stock dividend

Net cash used in financing activities

Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

63

Year Ended December 31,
2002 2001 2000
$13,226 $12,067 $9,546
(8,097) (2,393) (5,055)
1,645 537 (586)
1,737 (1,829) (432)
(401) 7 136
8,110 8,389 3,609
(1,665) (7,677
720 1,599 10,530
(584) (1,448) (8,097)
(1,529) (7,526) 2,433
59 909
2,085 1,722 1,532
3,139) (588) (1,584)
(5,355) 4,791) (4,168)
30) (16)
(6,498) (2,764) (4,220)
83 (1,901) 1,822
20 1,921 99
$ 103 $§ 20 $ 1,921
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NOTE 21: CONSOLIDATED QUARTERLY FINANCIAL DATA (Unaudited)

In thousands except per share data

2002
First Second Third Fourth

Quarter Quarter Quarter Quarter
Interest income $14,686 $14,287 $13,769 $14,480
Interest expense 6,124 5,954 5,845 5,360
Net interest income 8,562 8,253 7,924 9,120
Provision for loan losses 444 375 226 705
Non-interest income 2,455 2,643 2,979 3,067
Non-interest expense 6,523 6,771 6,915 7,238
Income before income taxes 4,050 3,750 3,762 4,244
Income taxes 704 606 719 551
Net income $3,346 $3,i44 $3,043 $3,693
Net income per share $ 0.48 $ 045 $ 0.44 $ 0.53
Dividends declared per share $ 0.18 $ 0.15 $ 6.19 $ 6.20

2001
First Second Third Fourth

Quarter Quarter Quarter Quarter
Interest income $16,299 $15,797 $15,310 $14,868
Interest expense 9,438 8,717 7,734 6,477
Net interest income 6,861 7,080 7,576 8,391
Provision for loan losses 444 376 227 502
Non-interest income 2,628 2,538 3,032 2,831
Non-interest expense 5,396 6,004 6,685 7,196
Income before income taxes 3,649 3,238 3,696 3,524
Income taxes 628 232 694 486
Net income $3,021 $3,006 $3,002 $3,038
Net income per share $ 0.44 $ 043 $ 043 $ 0.44
Dividends declared per share $ 0.16 $ 017 $ 0.17 $ 0.19
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Not applicable.
PART I
ITEM 10. DIRECTCRS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Information concerning directors and nominees for election to the Board of Directors is incorporated herein by
reference to the Registrant’s Proxy Statement for its annual meeting to be held on April 22, 2003 under the caption
“Information about Nominees, Continuing Directors and Executive Officers”, and information concerning executive
officers is included under Part I, Itrem 3A, “Executive Officers of the Registrant” of this report on Form 10-K.

ITEM 11. EXECUTIVE COMPENSATION

Information concerning director compensation is incorporated herein by reference to the Registrant’s Proxy
Statement for its annual meeting to be held on April 22, 2003 under the caption “Compensation of Directors” and
concerning executive compensation under the caption “Executive Compensation and Related Matters,” except that
information appearing under the caption “Board Report on Executive Compensation” and information appearing
under the caption “Stock Performance Graph” is not incorporated herein by reference.

ITEM 12, SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Information concerning security ownership of certain beneficial owners is incorporated herein by reference to the
Registrant’s Proxy Statement for its annual meeting to be held on April 22, 2003, under the caption “Voting of
Shares and Principal Holders Thereof” and concerning security ownership of management under the caption
“Information about Nominees and Continuing Directors.” Information concerning PennRock’s stock compensation
plan can be found in Note 13: Stock Incentive Plan in the Notes to Consolidated Financial Statements.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Information under the caption “Transactions with Directors and Executive Officers” is incorporated herein by
reference to the Registrant’s Proxy Statement for its annual meeting to be held on April 22, 2003.

ITEM 94. CONTROLS AND PROCEDURES

An evaluation of the effectiveness of the design and operation of PennRock’s disclosure controls and procedures (as
defined in Section 13(a)-14(c) of the Securities and Exchange Act of 1934) was carried out by PennRock, within 90
days prior to the filing date of this report, under the supervision and with the participation of PennRock’s
management, including the Chief Executive Officer and Chief Financial Officer. Based on that evaluation, the Chief
Executive Officer and Chief Financial Officer concluded that PennRock’s disclosure controls and procedures have
been designed and are being operated in a manner that provides reasonable assurance that the information required
to be disclosed by PennRock in reports filed under the Securities Exchange Act of 1934 is recorded, processed,
summarized and reported within the time periods specified in the SEC’s rules and forms. A controls system, no
matter how well designed and operated, cannot provide absolute assurance that the objectives of the controls system
are met, and no evaluation of controls can provide absolute assurance that all control issues and instances of fraud, if
any, within a company have been detected. Subsequent to the date of the most recent evaluation of PennRock’s
internal controls, there were no significant changes in PennRock’s internal controls or in other factors that could
significantly affect the internal controls, including any corrective actions with regard to significant deficiencies and
material weaknesses.
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PART IV
iTEM 18. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K

(a)l.  The financial statements of PennRock required in response to this Item are incorporated by reference to
Item 8 of this Report.

The following consolidated financial statements of PennRock and the report of the independent
certified public accountants thereon filed with this report:
Independent Auditors’ Report (Simon Lever & Company)
Consolidated Balance Sheets as of December 31, 2002 and 2001
Consolidated Statements of Income for the years ended December 31, 2002, 2001 and 2000
Consolidated Statements of Stockholders’ Equity for the years ended December 31, 2002, 2001

and 2000

Consolidated Statements of Cash Flows for the years ended December 31, 2002, 2001 and 2000
Notes to Consolidated Financial Statements

Not applicable.
See the exhibits listed below under Item 14(c).

PennRock filed the following Current Reports on Form 8-K From October 1, 2002 to the date of this
Report:

Current Report on Form 8-K dated October 31, 2002, announcing that PennRock had acquired
Pension Consulting Services, Inc., a third party retirement plan administrator.

Current Report on Form 8-K dated January 16, 2003, announcing PennRock’s earnings for the
fourth quarter and year ended December 31, 2002.

{©) Exhibit Index

(3)(a) Articles of Incorporation of PennRock, incorporated by reference to Exhibit 3(a) of
PennRock’s Annual Report on Form 10-K for the year ended December 31, 2000.

(3Xb) Bylaws of PennRock, incorporated by reference to Exhibit 99 of PennRock’s
Current Report on Form 8-K dated November 13, 2001.

(10)(a) Omnibus Stock Plan, incorporated by reference to Exhibit 4.1 to PennRock’s
Registration Statement Number 33-53022 of Form S-8 dated October 8, 1992.

(10)(b) Executive Incentive Compensation Plan, incorporated by reference to Exhibit 10(b)
of PennRock’s Annual Report on Form 10-K for the year ended December 31, 2000.

(10)(c) Melvin Pankuch Deferred Compensation Agreement Plan, incorporated by reference
to Exhibit 10(c) of PennRock’s Annual Report on Form 10-K for the year ended
December 31, 2000.

(10)(d) Melvin Pankuch Employment Agreement, incorporated by reference to
Exhibit 10(d) of PennRock’s Annual Report on Form 10-K for the year ended
December 31, 2000.

(10)(e) Employment Agreement with Certain Executive Officers, incorporated by reference
to Exhibit 10(e) of PennRock’s Annual Report on Form 10-K for the year ended
December 31, 2000.

(10)(f) Stock Incentive Plan of 2002, incorporated by reference to Exhibit 10(f) of PennRock’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 2002.
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(d)

PennRock Financial Services Corp.

21 Subsidiaries of the Registrant
(23) Consent of Simon Lever & Company, Independent Auditors

(99) Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002

Financial Statement Schedules — None.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized.

PENNROCK FINANCIAL SERVICES CORP.
(Registrant)

Dated: March 11, 2003 By /s/ Glenn H. Weaver
Glenn H. Weaver, President

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the

following persons on behalf of the Registrant in the capacities indicated on the 11™ of March 2003.

Signatures Title

Norman Hahn Chairman and Director
Norman Hahn

Glenn H. Weaver President and Director
Glenn H. Weaver

Robert K. Weaver Secretary and Director
Robert K. Weaver

Melvin Pankuch Executive Vice President, Chief
Melvin Pankuch Executive Officer and Director
/s/  George B. Crisp Vice President and Treasurer
George B. Crisp (Principal Financial and Accounting Officer)
/s/ Dale M. Weaver Director

Dale M. Weaver

/s/  Aaron S. Kurtz Director
Aaron S. Kurtz

/s/ Robert L. Spotts Director
Robert L. Spotts

/s/  Elton Horning Director
Elton Horning '

/s/ Lewis M. Good Director
Lewis M. Good

s/ Trving E. Bressler Director
Irving E. Bressler

/s/ Sandra J. Bricker Director
Sandra J. Bricker
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Certification of Chief Executive Officer as Adopted Pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

I, Melvin Pankuch, certify that:

1. Thave reviewed this annual report on Form 10-K of PennRock Financial Services Corp.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a. designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared,;

b. evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the “Evaluation Date”); and

c. presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant's auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a. all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant's ability to record, process, summarize and report financial data and have identified for
the registrant's auditors any material weaknesses in internal controls; and

b. any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal controls; and

6. The registrant's other certifying officers and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Dated: March 11,2003 _ s/ Melvin Pankuch
‘ Melvin Pankuch, Executive Vice President
and Chief Executive Officer
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Certification of Chief Financial Officer as Adopted Pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

[, George B. Crisp, certify that:

1. I have reviewed this annual report on Form 10-K of PennRock Financial Services Corp.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and [ are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a. designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b. evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the “Evaluation Date”); and

c. presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant's auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

d. all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant's ability to record, process, summarize and report financial data and have identified for
the registrant's auditors any material weaknesses in internal controls; and

e. any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal controls; and

6. The registrant's other certifying officers and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Dated: March 11, 2003 /s/  George B. Crisp

George B. Crisp, Vice President and
Chief Financial Officer
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